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Preface


This well established textbook is suitable for students studying for the CSEC Principles of Accounts Examinations either at school or as a private candidate and for students studying book-keeping and accounting for the first time and starting on the path of a professional career seeking a qualification.


In this sixth edition of the textbook the new syllabus from the Caribbean Examination Council ‘Principles of Accounts – CXC 10/G/SYLL 17’ has been fully covered and students are advised to obtain a copy of the syllabus from the Caribbean Examinations Council (CXC) website to ensure that they are fully aware of the subject requirements.


The book has been refreshed and includes the latest changes and developments in international accounting standards while taking into account that the use of both International and Traditional terminologies varies across the Caribbean.


The main changes to the terminology are as follows:






	International

	Traditional






	Accounts payable

	Creditors






	Accounts receivable

	Debtors






	Income statement

	Trading and profit and loss account






	Inventory

	Stock






	Non-current assets

	Fixed assets






	Non-current liabilities

	Long-term liabilities






	Statement of financial position

	Balance sheet







Each chapter has been revised and refreshed and follows a logical structure from the initial ‘Specific objectives’, working through the chapter topic, a reminder summary and finally questions to practise and assess the students competence. New chapters have been added to cover the new syllabus and these include:


Chapter 2 – Professional ethics


Chapter 16 – Business documentation


Chapter 36 – Costing principles


Chapter 41 – The banking system and payroll accounting


Chapter 43 – The business plan and cash flow projections


Acknowledgement of contributors


There have been many who have contributed to the production of this 6th edition of Frank Woods PoA for the Caribbean, all of whom I would like to thank.


I have appreciated the suggestions and contributions by the teachers and lecturers in the Caribbean and in particular:


Wendy Wong Sing, FCCA CA, Chartered Accountant and Management Consultant in Trinidad and Tobago, who has over 30 years’ experience in the field of accounting.


Andrienne Jones, teacher with a Master Degree in Accounting and Head of the Business Studies Department in Ardenne High School, Jamaica.


Anslem Ragoonanan, teacher of CSEC Principles of Accounts and Business Studies at Preysal Secondary School in Trinidad and Tobago.


Thanks also to Malcolm Robinson for his continued support and contributions and Stephen Clark who tirelessly assists me in the information technology aspect.


Finally and by no means least, my sincere thanks go to Maureen Baldeo, Field Editor – Caribbean, Hodder Education, for her tremendously hard work, enthusiasm, and contributions to this edition.


Sheila Robinson


March 2018





How to use this book


The book is structured into seven parts to provide a logical learning sequence for students. There are four appendices and an index at the end of the book.


Chapter content


Each chapter starts with ‘Specific objectives’ to guide students and teachers to the sequence of topics within. There are realistic examples of all theoretical concepts and practices within each chapter. ‘Helpful Hints’ have been included to guide students and teachers to topics which students have had most difficulties with in the CSEC Principles of Accounts Examinations over the years. Finally a reminder ‘Summary’ is shown at the end of each chapter summarising the chapter contents.


End of chapter exercises


There are exercises at the end of each chapter varying in the levels of difficulty, from simple to more complex. Some ‘Case study’ type questions are included in appropriate chapters. These are especially helpful to students writing the Paper 032 of the CSEC Principles of Accounts Examination. The answers to all questions are found in Appendix D except for those marked with an X after the question number. The answers to these extension (X) questions can be found in the Teacher’s Manual on the Hodder Education website (www.hoddereducation.com/POAResources).


Multiple-choice questions


Parts 1 to 6 are each followed by a set of 20 Multiple-choice questions for students to check their progress, and to give them practice for their examination. Answers to these appear in Appendix C.


Glossary, model layouts for financial statements and worksheets


A comprehensive glossary can be found in Appendix A. Model layouts for the financial statements and worksheets are located in Appendix B and these are also available for download from the website (www.hoddereducation.com/POAResources).


Additional website support


Updated case studies and suggested solutions are also available at www.hoddereducation.com/POAResources.


I hope that students new to book-keeping and accounting will enjoy this subject as much as I have over the years and as much as the late Frank Wood did, both as my teacher and mentor.


Sheila Robinson


March 2018.
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1 Introduction to accounting principles
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Specific objectives


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





•  explain the concept and purposes of accounting



•  identify the users of accounting information



•  describe careers in the field of accounting.
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1.1 Aims of a business


The aim of any business, whether large or small, is to be successful. To achieve this, it is imperative that it practises sound management techniques:





•  employs competent and skilled staff



•  purchases goods/services competitively



•  sells goods/services competitively



•  manages the finances of the business



•  makes a profit.





The owners of the business will have invested their own money into the venture with the intention of making profits and having a sustainable and successful business. The money they have invested, in accountancy terms, is called ‘capital’ and this is used to provide funds to enable the business to start trading. To ensure that the capital is not put at risk, a good financial control system is vital.



1.2 Basic concept of financial control


Managing the financial aspect of any business is important to enable the business to trade effectively and create good relations with suppliers and customers. The following example demonstrates this:
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Exhibit 1.1 Basic concept of financial control





Example 1.1: Joe has recently had the opportunity to hire a small woodworking business which previously made fencing panels and posts. He has always wanted to have his own business so decides to go ahead and rents the workshop, purchases timber and starts trading on 1 March. The timber cost $15,000, and after machining it he was able to sell the resulting fencing for $22,000.


During the first three months of trading his expenses amounted to $2,500.


Joe’s sales are as follows:
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Looking at the above example, you can see that Joe purchased his timber at the right price to enable him to make a profit, before his expenses, of $7,000. After paying his expenses amounting to $2,500 for his first three months of trading, he is left with a profit of $4,500.
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Helpful Hint!


Question:


Why is it essential to have good financial control?
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Managing the finances of any business is the difference between success and failure as can be seen in Exhibit 1.1. However, it must also be noted that all businesses that provide goods or services must have a market in which to sell their products. Having available good financial information enables management with planning, budgeting and making financial decisions to achieve success.



1.3 What is book-keeping?


Book-keeping is the process of recording business transactions and managing such records in the books of accounts or by using a computerised software accounting package. In other words, it simply means ‘keeping the books of account’. It is the first stage in the accounting process. Some computerised software accounting packages are Excel, Peachtree (Sage 50) QuickBooks and Sage.


Accuracy in the recording process is crucial at the book-keeping stage. Any errors that occur may be difficult to find at a later stage and can have a significant effect on the financial statement if not detected and corrected. Therefore, it is important to take care when entering data initially to ensure complete accuracy.



1.4 What is accounting?


Once the book-keeper has entered all the information in the accounting system, the information is made available to the accountant. The accountant will then present this information in the form of the financial statements, that is, the trading and profit and loss account (income statement) and statement of financial position (balance sheet), to the owner(s) and manager(s) of the business. These reports are then used to aid the financial control and management of a business. This involves analysis and interpretation of the financial statements, forecasting and budgeting.



1.5 Importance and need for accounting


As stated earlier, businesses must operate profitably otherwise they will cease to exist. The financial statements produced by a business’s accounting department aim to show clearly the profit or loss that has been made and the financial position of the business.


The two most important statements are:





1  trading and profit and loss account (income statement)




2  the statement of financial position (balance sheet)






Both these statements have to be checked and verified by a firm of auditors as part of the legal requirement for correct financial reporting. It is essential that accurate financial information is available to the auditors to enable them to fulfil their functions properly.


In producing these financial statements, the business must follow certain accounting procedures and practices in a formal sequence. This sequence is shown in Exhibit 1.2. Each part of the sequence is explained briefly.
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Exhibit 1.2 The accounting sequence





The financial reports and statements produced by this process are used by the owners and managers to monitor the continuing viability of the business.


There are, however, other groups who are keenly interested in the activities of the business. These include:





•  Inland Revenue – collects employees’ and business taxes



•  Investors – these may be private individuals, companies or banks, any or all of which will want to monitor the performance of the business to ensure that they will get a return on their investment



•  Suppliers – this group will need to be sure of the financial stability of the business before accepting orders



•  Customers – they will need to be sure of the financial stability of the business before placing orders



•  Employees – a sound business with a good working environment will help to keep employees’ morale high and will be able to attract high-calibre new staff.






1.6 Types of business organisation


Business organisations are identified according to their structure and financial make-up. The classification will determine an organisation’s legal status and what financial reporting is required of the organisation. Business organisations fall into the following categories:





•  Sole trader – An individual trading alone in his or her own name, or under a recognised trading name. He or she is solely liable for all business debts but when successful takes all the profits.



•  Partnership – A group of more than two people and a maximum of twenty, carrying on a particular business with a view to making a profit. Partnerships will be covered in Chapter 34.



•  Limited companies (both private and public):







    (a)  private limited company is a legal entity which must have at least one shareholder and one director who may be the sole shareholder. The liability is limited to the amount that they have agreed to invest.


    (b)  A public limited company is, again, also a legal entity with limited shareholder liability, but, unlike a private company, it can ask the public to subscribe for its shares.








•  Non-trading organisations – Clubs, associations and other non-profit-making organisations are normally run for the benefit of their members to engage in a particular activity and not to make a profit. Their financial statements will take the form of income and expenditure accounts, to be covered in a later chapter.



•  Cooperative society – A legally constituted business entity formed for the explicit purpose of furthering the economic welfare of its members and that of the wider society by providing them with goods or services. Cooperative societies will be covered in a later chapter.






1.7 Careers in accounting


There are many opportunities open today for those who are considering a career in accounting. Since accounting is essential to the successful operation of all businesses, there will always be a need for trustworthy competent accounting professionals to provide vital financial information to assist management.


The areas in which one can pursue such a career range from working in the public or private sector to working for large or small businesses, or individually. These areas include:





•  record keeping



•  financial reporting



•  taxation



•  auditing



•  corporate finance



•  consultancy



•  insolvency



•  forensic accounting.





Many people enter into their initial job without any qualifications and start their career with on-the-job training while studying for further qualifications. The following job opportunities would be available to them:





•  accounts clerk



•  auditing clerk



•  accounts receivable clerk



•  accounts payable clerk



•  accounts assistant



•  book-keeper



•  bank clerk



•  management trainee



•  payroll clerk.





If, however, the prospective employee has a degree and has, or is working towards, an accounting qualification with one of the accountancy bodies such as Association of Accounting Technician (AAT), Association of Chartered and Certified Accountants (ACCA), Institute of Management or Chartered Institute of Public Finance, then the following positions would be possible to attain:





•  Company/public accountant



•  Auditor



•  Tax professional.



•  Financial advisor



•  Consultant



•  Forensic accountant





Finance features at the heart of business throughout the world. Accounting professionals work at all levels from office work to investment banking, auditing and consultancy. The opportunities are endless.
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Summary





•  The basis of business is trading with others and good financial control is essential if the organisation is to succeed.



•  Financial control means ensuring that the sales of a business are greater than the cost incurred by the business, thus providing a profit.



•  The difference between book-keeping and accounting is shown.



•  The two most important financial statements are:







    –  trading and profit and loss account (income statement)


    –  the statement of financial position (balance sheet).








•  The accounting sequence involves recording, classifying and summarising data and then communicating the information.



•  A number of groups or agencies have a keen interest in the financial performance of businesses. These include the Inland Revenue, investors, suppliers, customers and employees.



•  Businesses operate through various organisations such as a sole trader, a partnership, private or public limited company and cooperative society. Charitable clubs and societies operate as non-profit-making organisations.



•  There are many careers in the field of accounting whether working for a small or large organisation. They range from starting as an account clerk to becoming an accountant or working in auditing, tax or as a financial advisor.
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A glossary of terms can be found in Appendix A at the back of the book.
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Helpful Hint!


Question:


How is the work of an accounts clerk (book-keeper) similar to that of an accountant? How is it different?
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Chapter 1 Exercises





1.1  State briefly the importance of good financial control to the owners of a business.



1.2  There are a number of bodies or individuals, other than the owners, who will have an interest in the financial performance statements of a business. List these interested parties and explain briefly the reasons for their interest.



1.3X  Profit is the most important aim of any business. Explain how this can be attained.



1.4  What are the two most important financial documents that a business needs to produce?



1.5X  What qualities would an employer look for when interviewing a prospective candidate for the position of accounts assistant?
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2 Professional ethics
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Specific objectives


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





•  understand the ethical principles in the field of accounting



•  discuss ethical issues in the field of accounting



•  distinguish between appropriate and inappropriate application of accounting principles.
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2.1 Introduction


This chapter introduces you to ethical principles in accounting which are important to you in your studies or work in a financial environment. By studying this chapter you will no doubt want to reflect on your own beliefs and values and how they affect your everyday personal behaviour. As a member of a family you will have been brought up to know the difference between what is the ‘right thing to do’ and what is the ‘wrong thing to do’.


As you commence your career in the finance sector you become a member of the profession and bring to your job not only your technical competence but also, most importantly, the way you conduct yourself and make decisions. From the personal perspective, ethics may be described as the morals governing human behaviour. Professional ethics are more clearly defined and often referred to as ‘a code of behaviour considered correct for a specific group, association or profession’. Ethics are also influenced by the factors outlined below.



2.2 Factors that influence ethical views





•  Culture – what is immoral or illegal in some cultures is acceptable behaviour in others. Thus, ethics can differ in different cultures.



•  Law – illegal behaviour is unethical even when the law differs between countries. A company’s code of ethics always states that an employee must abide by local laws of the country.



•  Consequences – individuals react to ethical or unethical behaviour based on the consequences.



•  Code of ethics – when there is a code of ethics, behaviours are judged based on the code.






2.3 Ethical codes


Professional ethics has been very much in the public domain recently following some high-profile corporate failures (such as Enron, Barings Bank, Worldcom etc.) which led to companies being questioned over their ethical culture and behaviour. This resulted in the International Federation of Accountants (IFAC), through its committee, issuing the ‘Code of Ethics for Professional Accounting’ in 2001. The aim of the code was ‘to strengthen the worldwide accountancy profession’ and this became mandatory for those accounting bodies who are members of the IFAC.


Recently, revision of the code has been carried out by the International Ethics Standards Board for Accountants (IESBA) to enhance high quality ethical standards for members for use around the world.


As a student or member of a professional accountancy body you will be expected to comply with your professional body’s code of ethics. In many cases the professional bodies have included training courses as part of their CPD (continuous professional development) programmes and have also included the topic in their assessment programmes.


Through your employment you will also be required to adhere to your employer’s own ethical codes.



2.4 Fundamental principles of ethical behaviour from the IESBA Code of Ethics


The IESBA Code requires accountants to adhere to the five fundamental principles of ethical behaviour as follows:





•  Integrity – A professional accountant should be straightforward and honest in all professional and business relationships.



•  Objectivity – A professional accountant should not allow bias, conflict of interest or undue influence of others to override professional or business judgements. This means as an accountant in business you must have independence of mind and judgement. If you are asked or encouraged to become involved in unlawful activities, you must refuse.



•  Professional competence and due care – A professional accountant has a continuing duty to maintain professional knowledge and skill at the level required to ensure that a client or employer receives competent professional service based on current developments. This means that the accountant must always be kept abreast of new developments in the field that are relevant to what he/she does. A professional accountant should act diligently and in accordance with applicable technical and professional standards when providing professional services.



•  Confidentiality – A professional accountant should respect the confidentiality of information acquired as a result of professional and business relationships and should not disclose any such information to third parties without proper and specific authority unless there is a legal or professional right or duty to disclose. Confidential information acquired as a result of professional and business relationships should not be used for the personal advantage of the professional accountant or third parties.



•  Professional behaviour – A professional accountant should comply with relevant laws and regulations and should avoid any conduct that discredits the profession. This includes ensuring, for example, that advertisements made by his or her firm are truthful and are not made to deceive the public and rival firms.
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Helpful Hint!


Study and practice tip:


Research any organisation failure or collapse in your country and write a short note on it. Ask your teacher to have a class discussion on one of the organisations researched by students in your class. Practise writing a case study on the organisation. Compare the case study you have written with that of your friend.
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These fundamental principles must be adhered to by professional accountants and students alike when making professional judgements. Such decisions must be able to withstand professional scrutiny if required at a later date.


Problems can also arise, whether professional or personal, when deciding what course of action to take in certain circumstances and how we are influenced, for example:





•  Personal – the need to behave within one’s integrity



•  Business – adhering to your employer’s best interests



•  Professional body – adhering to your association’s aims and standards.






2.5 Application of the ethical principles


The following ethical principles should be adhered to in the workplace:





•  treat people with respect and courtesy



•  act responsibly and honestly



•  ensure confidentiality



•  be accountable for your actions



•  be trustworthy



•  apply technical skills and competence



•  comply with legal requirements and organisation laws and regulations



•  avoid conflicts of interests.






2.6 Inappropriate applications of the ethical principles


Unacceptable behaviour in the workplace would include the following:





•  not working in the best interests of your employer




•  being dishonest and untrustworthy



•  disregarding confidentiality



•  undermining colleagues



•  causing conflict



•  intimidation or harassment of colleagues to gain an advantage in a particular area



•  accepting bribes or gifts in return for a favour.






2.7 Appropriate application of accounting principles


When working in a financial environment, employees should comply with the following principles:





•  Competency – individuals must be competent and skilled in performing their specific job.



•  Willingness – individuals should act as willing members of a team.



•  Communication – individuals must be able to communicate within the team environment.



•  Continuous training – individuals should undertake training to improve and update skills (for example, CPD).



•  Confidentiality – individuals must ensure confidentiality at all times.



•  Openness – individuals should be open about their actions. This includes providing full and complete information and reasoning behind a particular decision.



•  Trust – individuals must rely on information given by colleagues and trust their judgements.



•  Honesty – individuals should be honest and avoid telling lies. When there is honesty, individuals will be trusted and respected.



•  Accountability – individuals must understand their responsibility and must be held accountable.






2.8 Inappropriate application of accounting principles


Unfortunately, not all employees comply and work within the above accounting principles and some may resort to unacceptable behaviour, such as:





•  fraudulent financial reporting (for example overstating/understating profit and assets)



•  failure to record all sales (especially cash sales)



•  theft of inventory



•  misappropriation of funds (stealing funds/embezzlement)



•  entering non-existent employees on the payroll (also called ‘ghost’ employees)



•  tax evasion.
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Helpful Hint!


Examination tip:


Be sure to know the fundamental principles of accountants and how to apply them to real-life scenarios which can appear as case studies on the examination paper.
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2.9 Results of inappropriate application of accounting principles


Penalties


The penalties resulting from inappropriate conduct and behaviour can have a wide range of consequences which can have a serious effect on the individual(s) involved, for example:





•  loss of trust and integrity by the peer group



•  disciplinary action by the professional body



•  instant termination of employment



•  prosecution leading to fines, imprisonment and a criminal record



•  inability to gain further employment



•  application for future financial loans rejected.







[image: ]


Summary





•  Introduction to ethical principles from a personal perspective.



•  Know the importance of ethical principles in accounting.



•  Understand the fundamental principles of accounting:







    –  integrity


    –  objectivity


    –  professional competence and due care


    –  confidentiality


    –  professional behaviour.








•  Understand the application of ethical principles both in the workplace and in accounting.



•  Examine inappropriate application of ethical principles both in the workplace and in accounting.



•  Be aware of the consequences of inappropriate conduct and behaviour in the workplace.
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Chapter 2 Exercises





2.1  Name the five fundamental ethical principles issued by the International Ethics Standards Board for Accountants (IESBA).



2.2X  Amy is employed as an Accounts Assistant in the Finance Department of Marshall Products Limited, where one of her duties is to assist in payroll preparation. At a social event hosted by her employer, her colleague William, who works in the Marketing Department, asks her how much the Marketing Manager earns. What would be Amy’s response to this request and which fundamental ethical principle applies in this case?



2.3  From the list shown here, which items are not fundamental ethical principles?







    •  Integrity


    •  Professional competence and due care


    •  Subjectivity


    •  Confidentiality


    •  Professional standards








2.4X  George, who works in the Sales Department of The Green Plastics Company, has been asked by his Manager, Mr Johnson, to temporarily transfer to the Accounts Department and assist in the preparation of the company’s annual budgets. George would very much like to take up the transfer as it is an area he really wants to work in. However, he feels he does not have the necessary technical skills and is worried about taking up the offer.







        (a)  What advice would you give to George about the offer of the transfer?


        (b)  Which accounting fundamental ethical principle applies in this case?








2.5   (a)  Discuss what you understand by ethical principles.


        (b)  Give three examples.








2.6X  Clive works for AB Auditors and is presently working on the accounts of Peak Limited. He is checking the payroll book and notices that the company have recently taken on a new employee, Jane Bold, to work as assistant in the packing department. Clive decides to walk over to the packing department and have a chat with a couple of the staff. He enquires as to how the new assistant is getting along but is met with blank expressions. They go on to inform Clive that there is no one of that name employed in their department; he must have been given the wrong information.
Clive, therefore, makes other enquiries and is very worried when this person does not seem to exist. He decides to take the matter further.







        (a)  What seems to be the situation here?


        (b)  What immediate action should Clive take?


        (c)  What action should AB Auditors take?


        (d)  What action should Peak Limited take?








2.7X  Peter is a qualified accountant who works for a major manufacturing company. He was involved in the following incidents recently. For each incident, explain whether Peter has acted properly in accordance with professional accountancy ethics. If you think that Peter is in breach of a fundamental ethical principle, state which principle has been breached.







        (a)  Peter’s Managing Director has asked him to prepare a forecast of production costs for the next three months. As he is preparing the forecast, the Production Manager visits him to discuss the forecast. The Production Manager tells Peter that unless he can reduce his forecasts of costs by about 5%, the Production Manager will get into serious trouble with the Managing Director. Peter and the Production Manager have been good friends for several years, and Peter agrees to do what he can to reduce the forecast costs.


        (b)  The Chairman of the company has purchased some expensive evening gowns for his wife for an upcoming fashion show. He tells Peter to record the costs of the gowns as a company expense. He wants the gowns to be put under expenses for new protective clothing for members in the production department. Peter does what he is told.


        (c)  The Managing Director asks Peter if he can construct a spreadsheet model for analysing expenses. Peter has never constructed a spreadsheet before, but he does not want the Managing Director to give the work to a junior accountant in the department. He therefore says that he can construct the spreadsheet. He thinks that if he takes the work home, his sister will be able to help him. He knows that she is good with spreadsheets and will probably help if he asks.
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3 The accounting system
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Specific objectives


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





•  describe and explain the accounting cycle



•  understand the types of source documents used within an organisation



•  understand the need for books of original entry and what each is used for



•  appreciate how the books of original entry are used alongside the ledgers using the double entry system of book-keeping



•  distinguish between personal and impersonal ledgers



•  distinguish between the different types of ledgers



•  appreciate that at the end of the financial year the accounts are balanced off and a trial balance prepared



•  understand that from the final trial balance the financial statements are prepared consisting of the trading and profit and loss account (income statement) and statement of financial position (balance sheet)



•  distinguish between the different types of business organisations.
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3.1 Introduction


This chapter aims to give an overview of the accounting cycle starting with the source documents that are used initially to enter a transaction in the books of account. It explains the books of original entry and provides an introduction to the double entry system of book-keeping and the ledgers. The difference between personal and impersonal accounts is discussed, together with the meaning of real and nominal accounts.


Finally, a summary is given of the procedures followed by organisations at the end of the accounting year with ‘balancing off’ the accounts and the preparation of the trial balance. From the final trial balance, the financial statements are prepared which show the results of the year’s trading, the trading and profit and loss account (income statement), together with the statement of financial position (balance sheet), showing the financial position of the organisation at a specific point in time.


All the topics covered in this overview chapter are dealt with thoroughly at later stages in the book.



3.2 The accounting cycle


Traditionally, businesses operate on a 12-month cycle which may be the same as the calendar year January to December or perhaps the same as the tax year which runs from 6 April of one year to 5 April of the following year. Alternatively, some businesses operate from the date the business first began, for example 1 September of one year to 31 August of the following year.


During the 12-month period, the business receives many documents of a financial nature that have to be entered in the books of account using either a manual or a computerised system.


At the end of each month, the books are usually ‘balanced off’ and a trial balance drawn up from which the financial statements may be prepared. Also, at the end of each month, outstanding accounts are usually settled, wages and salaries paid and money received during the month are all recorded.


If the organisation uses a computerised system of accounting, a great deal of useful information can also be obtained at the end of each month, such as the amount of money outstanding each month and the length of time the debt has been owing, and the amount of money that the organisation owes. Other financial information is also available that enables management to carry out an appraisal of the business, to budget and forward plan. While this information is also available using a manual system of book-keeping, it is not as readily available as from a computerised system.


It is usual for the financial statements of a business to be prepared on an annual basis since they are required for taxation purposes and for the use of the owner(s) of the business.


This chapter shows how source documents are recorded in the accounting records of an organisation and the various stages that are followed in preparing the financial statements. This is illustrated in the following diagram:
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Exhibit 3.1 The accounting cycle for a profit-making organisation






3.3 Source documents


Source documents are documents where original information is found, for example, sales and purchase invoices and credit notes. All businesses and organisations which are involved in either trading activities or providing a service use these important documents.


Invoice An invoice is a document prepared by the seller when they sell goods or provide services on credit. The invoice is usually numbered for easy identification and for filing in a suitable storage system. It contains the following information:





•  seller’s name and address



•  purchaser’s name and address



•  purchaser’s order number and date



•  date of delivery



•  description of goods and services supplied including part number and catalogue reference



•  quantity and price per item



•  total amount due



•  terms and conditions of sale.





From a book-keeper’s point of view, the invoice is one of the most important documents since details of the transaction need to be entered in the books of account of both the seller and the buyer. In the seller’s records, the invoice is a sales invoice and in the purchaser’s records it is a purchase invoice.


Credit note This document is raised by the supplier when goods have been returned by the purchaser due to their being damaged, faulty or supplied to the wrong specification, or when an overcharge has been made on an invoice. The amount owed by the customer will be reduced by the amount of the credit note. Credit notes are sometimes printed in red to distinguish them from invoices.


Again, credit notes are important documents that need entering in the books of both the supplier and purchaser.


Debit note If the supplier agrees, goods bought previously may be returned. When this happens, a debit note is raised by the purchaser and sent to the supplier giving details of the goods returned and the reason for their return. The debit note shows that the purchaser expects the seller to bear the charge.


Bank paying-in slips These are forms used for paying money into a bank account. The recipient of the money must record on the counterfoil of the paying-in slip details of the amount paid and by whom so that the details may be recorded in the organisation’s cash book.


Cheque and cheque counterfoil When a cheque is made out, it is important to complete the counterfoil, entering details of the amount paid and to whom together with any other relevant information. The payment will also be recorded in the cash book.


Receipt This document acknowledges the receipt of money from a customer and is often issued when a customer purchases goods for cash rather than on credit. Again, counterfoils are completed and used to enter the details of the receipt of cash in the cash book.


BACS (Bankers’ Automated Clearing Service) receipt This service enables the transfer of money between banks and other financial organisations. The supplier’s bank can receive payment direct from the customer’s bank. The customer usually sends an advice to the supplier giving details of the amount of the payment. The advice is used to record the receipt in the books of account and later checked against the bank statement. This topic will be covered fully in a later chapter.


Petty cash voucher A form used by anyone requesting payment for a small item of expenditure incurred on behalf of the business. The form gives details of the expense and should be signed and duly authorised. The petty cash voucher expenditure is recorded in the organisation’s petty cash book. This topic is covered fully in Chapter 21.


Correspondence Occasionally, correspondence from a customer may be used as a source document to record a financial transaction that may be out of the ordinary. This may occur when a customer is unable to pay an outstanding amount and offers to settle the debt by giving the supplier an asset. Such a transaction would be entered in the journal (refer to Chapter 22). Internal documents such as a memorandum from a senior member of the organisation may be used in the same way.


It is important to note that all information of a financial nature must be supported by a source document and it is from this document that the details are entered in the business’s book-keeping system. Source documents may also be referred to as prime documents.
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Helpful Hint!


Practice tip:


In your notebook, write a list of source documents without looking at the section above. Then check to see if you missed any. Write a short note to yourself on each one you missed to help you remember what it is.
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3.4 Books of original entry


These are books in which the transaction is first entered. There are separate books for different types of transaction, as follows:





•  The journal – this is used to record items that are much less common and sometimes complicated and are not recorded in any other book of original entry.



•  Sales day book (also called sales journal) – a book used for listing sales invoices. It gives details of the date of the sale, to whom and the amount of the sale. Sales day books may also contain analysis columns to analyse sales between different goods, departments and so on.



•  Purchases day book (also called purchases journal) – this is similar to the sales day book, but contains lists of purchase invoices received from suppliers of goods or services. The purchases day book may also contain analysis columns depending upon the accounting system.



•  Returns outward book (also called purchases returns day book or journal) – this is used to record goods returned to suppliers.



•  Returns inwards day book (also called sales returns day book or journal) – this is used to list any returns made by customers. This will lead to a credit note being issued to them.



•  Cash book – this is another book of original entry used to enter cash and bank receipts and payments. The cash book provides a record of the business’s bank account and also provides details of the amount of cash in hand. It is both a book of original entry and part of the double entry system as it contains the balances of both cash in hand and cash at bank.



•  Petty cash book – a cash book used for making small (petty) payments, details of which are entered from petty cash vouchers, supported if possible by a receipt.






3.5 An introduction to the double entry book-keeping system


The system of double entry book-keeping is a method of recording transactions in the books of account of a business. In the section above, source documents, which provide all the relevant information, were discussed followed by the books of original entry. The next important stage is to be fully conversant with the double entry system of book-keeping.


Business transactions deal with money or money’s worth and each transaction always affects two things. For example, if a firm buys goods valued at $500 and pays for them by cheque, two things will have occurred:





1  the stock of goods is increased by $500



2  the money in the firm’s bank account will have decreased by $500.





If the firm then pays cash for a piece of equipment, then:





1  the money in the cash account will be reduced



2  the firm will have acquired equipment.





The dual aspect of treating each transaction is then recorded in an account. An account shows us the ‘history’ of a particular business transaction, for example, the bank account or equipment account. If manual accounting records are kept, then each account is usually shown on a separate page. If a computerised system is used, then each account is given a separate code number. The following shows an example of an account.
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Double entry book-keeping is shown using a step-by-step approach in Chapters 6–8.



3.6 The ledgers


In a double entry system, the accounts, as mentioned above, are kept in a ledger. If the business is very small then only one ledger may be used, but once the business expands it is better to have more than one ledger to allow different members of staff to be able to record transactions at the same time.


Once details from the source documents are entered in the books of original entry then the next stage of the book-keeping procedure is to show the effect of the transactions by putting them into double entry accounts. The different types of ledgers used are as follows (their alternative names are shown in brackets).






	Types of ledger






	Sales Ledger

	Purchase Ledger

	General Ledger






	(Debtors Ledger – Accounts Receivable)

	(Creditors Ledger – Accounts Payable)

	(Nominal Ledger)






	Shows records of customers’ personal accounts

	Shows records of suppliers’ personal accounts

	Contains the remaining double entry accounts, such as expenses, income, assets, capital








3.7 Classification of accounts


Accounts are divided into personal accounts and impersonal accounts. Personal accounts are accounts that deal with people and firms – in other words, the accounts receivable and accounts payable, accounts receivable being people who owe money to the firm (debtors) and accounts payable being people or firms to whom money is owed (creditors).


The accounts receivable accounts are maintained in the sales ledger, and the accounts payable are kept in the purchases ledger.


Impersonal accounts are divided into real and nominal accounts.





•  Real accounts are those which deal with possessions of the business: for example, buildings, machinery, computer equipment, fixtures and fittings, stock.



•  Nominal accounts are those in which expenses and income are recorded: for example, sales, purchases, wages, electricity, commissions received.
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Exhibit 3.2 The classification of accounts.






3.8 Balancing off accounts and the trial balance


Businesses usually balance off their accounts at the end of each month and prepare what is called a trial balance. The trial balance is prepared for several reasons: first of all it is important to check periodically that the transactions have been entered correctly in the books of account; second it is useful to know how much money is outstanding and how much the business owes. Also, with the use of computer accounting packages, the business can easily prepare draft financial statements showing the profit or loss to date and the financial position of the firm at a specific date. Both the trial balance and the financial statements are dealt with in later chapters of this book.



3.9 Financial statements


At the end of the financial year, a trial balance is drawn up and from that and other information and adjustments the financial statements are prepared by an organisation. The financial statements include the following:





•  trading and profit and loss account (income statement) which shows the gross and net profits or losses made during the period



•  the statement of financial position (balance sheet) which indicates the financial position of the business at a particular point in time.





As the name implies, the final accounts are the end product of the recording of all the business transactions throughout the financial year. Once prepared, they are used by the owner(s) of the business for information, interpretation and planning purposes.



3.10 Summary of the accounting cycle


This chapter has shown how the accounting procedures of a business are recorded and the information that is derived from those records. It may be useful to list them once again at this point.


Source documents are received as follows:
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Once the details of the transaction have been entered into the books of original entry, the information is then entered into the ledgers by means of the double entry system. This procedure is often referred to as posting.


Sales transactions are posted to the sales ledger, purchases transactions are posted to the purchase ledger and items involving the real and nominal accounts are posted to the general ledger.


At the end of each month, the books are balanced off and a trial balance prepared to check the arithmetical accuracy of the book-keeping entries. At the end of the accounting period, the final trial balance is used to prepare the year-end accounts, that is, the trading and profit and loss account (income statement) and statement of financial position (balance sheet). The accounts are then presented to the owner(s) of the business for their information, interpretation and action in the form of planning and budgeting for the next accounting period.
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Helpful Hint!


Practice tip:


Draw your own diagram of the accounting cycle. Compare this with Exhibit 3.1. How does your diagram compare?


[image: ]






3.11 Types of business organisation


Business organisations are identified according to their structure and financial make-up. The classification will determine an organisation’s legal status and what financial reporting is required of the organisation. Business organisations fall into the following categories:





•  Sole trader – An individual trading alone in his or her own name, or under a recognised trading name. He or she is solely liable for all business debts but when successful takes all the profits.



•  Partnership – A group of two or more people, normally up to a maximum of 20, carrying on a particular business with a view to making a profit. Partnerships will be covered in Chapter 34.



•  Limited companies (both private and public):







    (a)  A private limited company is a legal entity defined in the Companies Act 2006 as ‘any company that is not a public company’. It must have at least one shareholder and one director who may be the sole shareholder. The shareholders have limited liability, that is, their liability is limited to the amount that they have agreed to invest.


    (b)  A public limited company is, again, also a legal entity regulated by the Companies Act 2006, with limited shareholder liability, but, unlike a private company, it can ask the public to subscribe for its shares. This topic is covered fully in Chapter 38.








•  Non-trading organisations – Clubs, associations and other non-profit-making organisations are normally run for the benefit of their members to engage in a particular activity and not to make a profit. Their financial statements will take the form of income and expenditure accounts, to be covered in a later chapter.



•  Cooperative society – A legally constituted business entity formed for the explicit purpose of furthering the economic welfare of its members and that of the wider society by providing them with goods or services. Cooperative societies are covered in Chapter 39.
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Summary





•  The accounting cycle shows the period in which a business operates in its financial year. It involves recording all the trading activities from source documents in the day books, posting to the various ledgers and the preparation of the financial statements.



•  All information that is entered into the book-keeping records comes from a source document such as an invoice, credit note, debit note, cheque, cheque book counterfoil, paying-in book, petty cash voucher, etc.



•  The books of original entry are used as a basis for posting the transactions to the double entry accounts in the various ledgers.



•  At the end of the accounting period the accounts are balanced off and a trial balance prepared.



•  The final trial balance is used to prepare the year-end accounts. These are the trading and profit and loss account (income statement), which shows the profit or loss made for the period, and the statement of financial position (balance sheet), which shows the financial position of the business at a specific date.



•  A summary of the accounting cycle is shown together with a recap of the various stages of the accounting procedures.



•  Businesses operate through various organisations such as sole trader, partnership, private or public limited company and cooperative society. Charitable clubs and societies operate as non-profit-making organisations.
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There is a Glossary of accounting terms in Appendix A at the end of the book.
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Chapter 3 Exercises





3.1  Source documents in accounting are very important.







        (a)  Describe the contents of both an invoice and a credit note.


        (b)  State when each of these would be used.








3.2  The books of original entry are used to record initial accounting information and separate books are used for different types of transactions. List the various books used and give a brief explanation of their use.



3.3  For what purpose would you use the following ledgers?







        (a)  General or nominal ledger


        (b)  Sales ledger


        (c)  Purchases ledger.








3.4X Distinguish between personal and impersonal accounts, giving examples of what each might contain.



3.5  Explain what is meant by ‘financial statements’ and state what they consist of.



3.6  List the main types of business organisations and explain their basic structure.
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4 Accounting concepts
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Specific objectives


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





•  appreciate the assumptions that are made when recording accounting data



•  explain why one set of accounts is used for several different purposes



•  understand what is meant by objectivity and subjectivity



•  explain the basic concepts of accounting



•  explain how the further overriding concepts of materiality, going concern, prudence, realisation, consistency and substance over form affect the recording and adjustments of data



•  understand the importance of confidentiality.
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4.1 Introduction


In the earlier chapters, accounting principles and accounting systems were discussed and the source of financial data shown. The data is then recorded in the books of account and later the financial statements, namely, the trading and profit and loss account (income statement) and the statement of financial position (balance sheet) are prepared. Recording of these transactions has been based on certain assumptions which are known as accounting concepts or rules of accounting.


These concepts or rules have been developed over the years to standardise the recording of data and preparation of the financial statements, thus enabling comparisons between different businesses to be more reliable and easier to understand.


The financial statements are primarily for use by the owner(s) of the business, but they are also required by the Inspector of Taxes to calculate the tax to be paid and by the bank if the business requires a loan. There may also be other interested parties, such as prospective investors, suppliers, customers and so on.



4.2 One set of financial statements for all purposes


If it had always been the custom to draft different kinds of financial statements for different purposes, so that one set could be given to your banker, another set to a prospective purchaser of a business and so on, then accounting would be different from what it is today. However, copies of the same set of financial statements are given to all the different parties.


This means that a banker, a prospective buyer of the business, an owner and all the other people with an interest see the same trading and profit and loss account (income statement) and statement of financial position (balance sheet). The interests of each stakeholder may be different, each one using the financial statements for their own particular purpose. For example, the bank manager would like to know how much the assets would sell for if the business ceased trading. They would then see what the possibility would be of the bank obtaining repayment of its loan or overdraft. Others would also like to see the information in the way that is most useful to them. However, only one set of financial statements is normally available for all these different stakeholders. Thus the trading and profit and loss account (income statement) and statement of financial position (balance sheet) are used for many different purposes. For them to be of any use, the different parties have to agree to the way in which they are drawn up.


Assume that you are in a class of students and that you have the problem of valuing your assets consisting of ten textbooks. The first value you decide is based upon how much you could sell them for. Your own guess is $50, but the other members of your class may suggest they should be valued at anything from $30 to $60.


Suppose that you now decide to put a value on their use to you. You may well think that the use of these textbooks will enable you to pass your examinations so you will get a good job. Another person may have the opposite idea concerning the use of the textbooks. The use value placed on the textbooks by others in the class will be quite different. Again, your value may be higher than those of some of your colleagues and lower than others.


Finally, you decide to value them by reference to cost. You examine the receipts for the books which show that you paid a total of $90 for them. The rest of the class may then agree that the cost valuation is a fair and equitable means of assessing their value.


This is, in fact, the means used to value the assets of a business and is referred to as the historical cost concept.



4.3 Objectivity and subjectivity


It is especially important in accounting that the procedures or methods used are agreed and understood by everyone. This approach is said to be objective. In the above example of the textbooks the amount eventually agreed upon to value the asset of books was the cost price, known as the historical cost concept, thus this method of valuation is said to be objective. Valuing assets at their cost price means that you are adhering to the facts. Everyone knows where the value came from and you are not using your own judgement to arrive at a valuation.


When the approach is subjective, it means you wish to use your own judgement or method of valuation, even though no one else may agree to it. In the example of the textbooks, the value of the books depended upon the importance of them to the user. To the person wishing to use them to obtain qualifications to help them in their career, they may be of more value than to someone using them to fill up a shelf in their bookcase.


The desire to provide the same set of accounts for many different parties, and thus to provide a measure that gains their consensus of opinion, means that objectivity is sought in financial accounting. If you are able to understand this desire for objectivity, then many of the apparent contradictions can be understood because it is often at the heart of the financial accounting methods in use at the present time.


Financial accounting seeks objectivity and, of course, it must have rules which lay down the way in which the activities of the business are recorded. These rules are known as accounting concepts.



4.4 Basic accounting concepts


Over the years, accounting systems have developed more for practical reasons than for theoretical ones. Consequently, several basic procedures have evolved that form the basic rules of accounting. As mentioned above, these are often referred to as accounting concepts.


An accounting concept is an assumption that underlies the preparation of the financial statements of the organisation. There are several accounting concepts that are followed when preparing the financial accounts of a business – all of which you may be required to know when taking an examination.



The historical cost concept


The need for this has already been described in the example of valuing textbooks. It means that assets are normally shown at cost price and this is the basis for valuation of the asset.


The money measurement concept


Accounting is concerned only with these facts:





•  it can be measured in money, and



•  most people will agree to the ‘monetary’ value of the transaction.





This means that accounting can never tell you everything about a business. For example, accounting does not show the following:





(i)    whether the firm has good or bad managers



(ii)   whether there are serious problems with the workforce



(iii)  whether a rival product is about to take away many of its best customers



(iv)  whether the government is about to pass a law that will cost the business extra expense in future.





The reason that (i) to (iv) above, or similar items, are not recorded is that it would be impossible to work out a money value for them that most people would agree to. Some people think that accounting tells you everything you want to know, but the above shows that this is not true.



Business entity concept (separate entity concept)


This concept implies that the affairs of a business are to be treated as being quite separate from the personal activities of its owner(s).


The items recorded in the books of the business, are, therefore, restricted to the transactions of the business. No matter what activities the proprietor(s) are involved in outside the business, they are disregarded in the books kept by the business.


The only time the personal resources of the proprietor(s) affect the firm’s accounting records is when they introduce new capital into the business or take drawings from it.


The dual aspect concept


This states that there are two aspects of accounting, one represented by the assets of a business and the other by the claims against them. The concept states that these two aspects are always equal to each other. In other words:
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Helpful Hint!


Question:


Does accounting tell you everything about a business? Give reasons for your answer.
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Double entry is the name given to the method of recording the transactions for the dual aspect concept.



4.5 Other important accounting concepts


There are several other important accounting concepts which have become accepted by the commercial world when preparing financial statements for a business. These concepts have been used for many years without being formally imposed on the accounting profession.


However, such is the importance of these concepts that the Companies Act 2006 required that they be used as a basis for drawing up financial statements. The following additional concepts are enforced by this Act.



Going concern concept


This concept implies that the business will continue to operate for the foreseeable future. In other words, it is assumed that the business will continue for a long period of time. Therefore, when the financial statements are prepared, that is, the trading and profit and loss account (income statement) and statement of financial position (balance sheet), it is assumed there is no intention of the business reducing in size or indeed ceasing to trade in the future. Consequently, the assets would be valued using the historical cost concept.


However, when a business ceases to trade as a going concern or the owners decide to sell the business or perhaps the business goes into liquidation, then the value of the assets can be quite different. In these circumstances the saleable value of the assets would be used in the financial statements, that is, the reduced value of the non-current assets (fixed assets) instead of their cost.


Consistency


Even if we do everything already listed under concepts and conventions, there will still be quite a few different ways in which items could be recorded. Each business should try to choose the methods that give the most reliable picture of the business.


This cannot be done if one method is used in one year and another method in the next year, and so on. Constantly changing the methods would lead to misleading profits being calculated from the accounting records. Therefore, the convention of consistency is used. The convention says that when a business has fixed a method for the accounting treatment of an item, it will enter all similar items in exactly the same way when preparing the financial statements in following years. Examples of when the consistency concept is used include:





•  methods of depreciation (see Chapter 25)



•  inventory valuation (see Chapter 30).





However, it does not mean that the business has to follow the method until the firm closes down. A business can change the method used, but such a change is not taken without due consideration. When such a change occurs and the profits calculated in that year are affected by a material amount, either in the profit and loss account itself or in one of the reports with it, the effect of the change should be stated.


Prudence


Very often accountants have to use their judgement to decide which figure they will take for an item. Suppose a debt has been outstanding for quite a long time and no one knows whether it will be paid. Should the accountant be an optimist in thinking that it will be paid, or be more pessimistic?


It is the accountant’s duty to see that people get the proper facts about a business. They should make certain that assets are not overvalued and similarly that liabilities should not be shown at values too low. Otherwise, people might ill-advisedly lend money to a firm, which they would not do had the proper facts been known.


The accountant should always be on the side of caution; this is known as prudence. The prudence convention means that, normally, accountants will take the figure that will understate rather than overstate the profit. Thus, they should choose the figure that will cause the capital of the firm to be shown at a lower amount rather than at a higher one. They will also normally make sure that all losses are recorded in the books, but profits should not be anticipated by recording them before they are realised.



Realisation


This concept holds the view that profit can only be taken into account when realisation has occurred – in other words, until it is reasonably certain of being earned. Profit is normally said to be earned when:





•  goods or services are provided to the buyer



•  the buyer accepts liability to pay for the goods or services



•  the monetary value of the goods or services has been established



•  the buyer will be in a situation to be able to pay for the goods or services.





Notice that it is not the time:





•  when the order is received, or



•  when the customer pays for the goods.





However, it is only when you can be reasonably certain as to how much will be received that you can recognise profits or gains.


The accrual concept or matching concept



This concept says that net profit is the difference between revenues and expenses incurred in generating those revenues, namely
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Determining the expenses used up to obtain the revenues is referred to as matching expenses against revenues; that is why this concept is also called the matching concept. The key to the application of the concept is that all income and charges relating to the financial period to which the financial statements relate should be taken into account without regard to the date of the receipt or payment.


Sales are revenues when the goods are sold and not when the money is received, which can be in a later period. Purchases are expenses when goods are bought, not when they are paid for. As we shall see in a later chapter, items such as rent, insurance, motor expenses and so on are treated as expenses when they are incurred, not when they are paid for. Adjustments are made when preparing financial statements for expenses owing and those paid in advance.


By showing the actual expenses ‘incurred’ in a period matched against revenues earned in the same period, a correct figure of net profit will be shown in the profit and loss account (income statement).


You need to know and understand the above concepts when taking an examination.



Substance over form


This concept is a requirement of Financial Reporting Standard FRS 5. The legal form of a transaction can differ from its real substance. Where this happens, accounting should show the transaction in accordance with its real substance, which is basically how the transaction affects the economic situation of the firm. This means that accounting, in this instance, will not reflect the exact legal position concerning that transaction. An example would be when a business rented a car under a lease that allowed it to purchase the car at the end of three years for $10. The substance of the agreement is hire purchase, but the form is rental. It should be treated as if it were a hire purchase.



4.6 Materiality


If an item is relatively small in value, then the concept of materiality applies and as such the item does not need separate recording, for example the purchase of a box of paperclips, a waste paper bin or calculator for the office. These small items are regarded as ‘not material’ and would be recorded in a general expense account such as ‘sundry expenses account’ whereas a non-current asset, such as a motor vehicle or plant and machinery, would be classed as ‘capital expenditure’ (see Chapter 15).



4.7 The assumption of the stability of monetary measures


Earlier in the chapter, we saw how accounting uses the historical cost concept which states that the asset is normally shown at its cost price. This means that accounting statements can be misleading, because assets will be bought at different times at the prices then ruling, and the figures will be totalled up to show the value of the assets in cost terms.


For instance, suppose that you bought a building 20 years ago for $20,000. You now decide to buy an identical additional building, but the price has risen to $40,000. You buy it, and the buildings account now shows buildings at a figure of $60,000. One building is in the currency of 20 years ago, while the other is at today’s currency value. The figure of $60,000 spent in total is historically correct but cannot be used for much else.


When we look at financial statements, we must bear in mind the effects of inflation and fluctuations in prices that have an effect on accounting transactions. There are ways of adjusting accounts to make the figures more useful, but these are outside the scope of this book.



4.8 Confidentiality


Although it is not a concept of accounting, employees who work in the financial department of an organisation, and who have access to its financial information, should recognise that this information is confidential. It should not be disclosed to anyone within the organisation except those authorised to receive it.


It should only be disclosed ‘outside’ the organisation to such bodies as the Inland Revenue or official government departments, as required by government legislation.


The organisation’s auditors will also require access to the financial records in order to prepare the organisation’s financial statements.
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Summary





•  Financial statements, that is, the trading and profit and loss account (income statement) and statement of financial position (balance sheet), are prepared by the owner(s) of a business for their own use. However, the same financial statements may also be used by other stakeholders, such as the bank, government departments, potential investors, suppliers and customers.



•  The need for general agreement on accounting issues has led to the development of concepts and conventions that govern accounting.



•  It is important in accounting to use a method or procedure that everyone can adhere to, this is known as ‘objectivity’; ‘subjectivity’ is using one’s own judgment or method of valuation.



•  Various concepts have developed over the years which form the basic rules of accounting. Such basic concepts include the historical cost concept, money measurement, business entity and dual aspect.



•  There are other important concepts, recognised under the Companies Act 2006, to be used when drawing up financial statements. The concepts enforced by the Act include going concern, consistency, prudence, realisation and accruals.



•  Materiality is distinguishing between items that are of material value and those that are not and recording them in the accounts accordingly.



•  It is assumed that monetary measures remain stable in that accounts are not adjusted for inflation or deflation.



•  Persons working in an accounting environment and having access to financial information must adhere strictly to confidentiality procedures.
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Chapter 4 Exercises





4.1  Which accounting concept is used in each of the following accounting treatments? Explain your answer.







        (a)  The cost of a tape dispenser has been charged to an expense account, although in fact it could still be in use in ten years’ time.


        (b)  A sole proprietor has sold his private house, but has not recorded anything about it in the business records.


        (c)  A debt has been written off as a bad debt even though there is still a chance that the debtor eventually may be able to pay it.


        (d)  A machine has been bought for an exceedingly low figure, and it has been entered in the asset account at that figure even though it is worth more.


        (e)  An expert says that the value of the management team to the company is worth well over a million dollars, yet nothing is entered for it in the books.


        (f)  A motor van broke down in December 2017. The repair bill for it was not paid until 2018 yet it has been treated as a 2017 expense.


        (g)  A customer saw a carpet in 2017 and said he might well buy it. He telephoned in 2018 and asked for the carpet to be delivered. The item was not treated as a sale in 2017 but was treated as a sale in 2018.


        (h)  The final day of the financial year saw the passing of a law that would render trading in our sort of goods illegal, and the business will have to close. The accountant says that our stock figure cannot be shown at cost in the statement of financial position (balance sheet).


        (i)  We have been told that we cannot show our asset of motor cars at cost in one year and at cost plus the price increase the next year when the manufacturer increases prices of all cars, which also includes our unsold stock.



        (j)  We have shown all items of machinery costing less than $100 as machinery operating expenses.








4.2X  When preparing the financial statement of your organisation, name the accounting concepts you should follow to deal with each of the following:







        (a)  Electricity consumed during the accounting period is still unpaid at year end.


        (b)  The owner of the business has invested her private assets in the business.


        (c)  A debtor who owes the business a large amount has been declared bankrupt, and the outstanding amount due to the business is now considered to be irrecoverable.


        (d)  The organisation has suffered substantial losses in the past few years, and it is extremely uncertain whether the organisation can continue to operate next year.








4.3X  Accounting concepts and conventions are used in preparing financial statements of a business.







        (a)  Briefly explain any three of the following concepts: (i) going concern (ii) accruals (iii) consistency (iv) prudence.


        (b)  Objectivity is important in analysing and preparing accounting information. Explain the term ‘objectivity’, giving an example as to how it might be applied.








4.4  Explain briefly what you understand by the ‘historical cost’ concept. Give an advantage in using the cost method of valuation.



4.5  In the following circumstances, which accounting concept would be used?







        (a)  A debt owing to the business for some time has been written off as a bad debt even though there is a chance that the debtor may eventually pay


        (b)  John purchases a new hole punch for the office which he says should last for several years. He is unsure which account to charge it to and asks your advice.


        (c)  Diane runs a successful small café in the local town. She says the success of the business has been attributed to her staff who are worth several hundred dollars to her yet nothing is entered in her books of account.


        (d)  Tom has just bought a canoe for his own personal use and wonders if he could charge it to the business.








4.6  Emily works for a firm of accountants and one of the firm’s clients is Emily’s parents’ friends, Alice and George, who own several businesses in the town. Emily’s father asks her how Alice and George’s businesses are going and how much profit did they make during the last year.


What should Emily do in these circumstances?
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5 The accounting equation and the statement of financial position (balance sheet)
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Specific objectives


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





•  understand the accounting equation



•  understand what is meant by assets, liabilities and capital



•  construct statements of financial position after different transactions have occurred



•  explain the meaning of the terms assets, capital, liabilities, accounts receivable (debtor) and accounts payable (creditor).
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5.1 The accounting equation


The whole of accounting is based upon a very simple idea, called the accounting equation or the balance sheet equation. It sounds complicated, but in fact it is easy to understand. It can be explained by saying that if a business decides to set up and start trading, it will require resources. Assuming that the owner of the new business supplies all the resources then this can be shown as:
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In accounting, special terms are used to describe many things. The amount of the resources supplied by the owner is called capital. The actual resources that are then in the business are called assets. This means that when the owner has supplied all of the resources, the accounting equation can be shown as:
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Usually, however, other people besides the owner have supplied some of the assets. The amounts owing to these people for these assets are called liabilities. The accounting equation has now changed to:
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This is the most common way in which the accounting equation is presented. It can be seen that the two sides of the equation will have the same totals. This is because we are dealing with the same thing from two different points of view: the value of the owners’ investment in the business and the value of what is owned by the business and ultimately by the owners.


Unfortunately, with this form of the accounting equation, we can no longer see at a glance what value is represented by the resources in the business. You can see this more clearly if you switch assets and capital around to give an alternative form of the accounting equation.
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This can then be replaced with the words describing the resources of the business:
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It is a fact that no matter how you present the accounting equation, the totals of both sides will always equal each other, and this will always be true no matter how many transactions there may be. The actual assets, capital and liabilities may change, but the total of the assets will always equal the total of capital + liabilities. Or, reverting to the more common form of the accounting equation, the capital will always equal the assets of the business minus the liabilities.


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


Liabilities include amounts owed by the business for goods and services supplied to the business and for expenses incurred by the business but still outstanding. Funds borrowed by the business are also included.


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



5.2 The statement of financial position (balance sheet) and the effects of business transactions


The accounting equation is expressed in a financial statement called the statement of financial position (balance sheet). The statement of financial position (balance sheet) shows the financial position of an organisation at a point in time. The statement of financial position and the balance sheet are the same but the former name is now more commonly used in the world of work.
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Helpful Hint!


Question:


What are the meanings of the words ‘assets’, ‘liabilities’ and ‘capital’ in accounting? How do these meanings differ from your everyday use of these words?
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In other words, it presents a snapshot of the organisation at the date when the statement of financial position was prepared. The statement of financial position is not the first accounting record to be made, nor the first that you will learn how to record, but it is a convenient place to start to consider accounting.


Let us now see how a series of transactions affects the statement of financial position (balance sheet).


The introduction of capital


On 1 May 2017, B. Blake started in business and put $50,000 into a bank account for the business. The statement of financial position (balance sheet) would appear:
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Note how the top part of the statement of financial position (balance sheet) contains the assets and the bottom part contains the capital. This is the convention in which information is always presented in the statement of financial position (balance sheet).



The purchase of an asset by cheque


When Blake has a bank account, he can use cheques as payment. On 3 May 2017, Blake buys shop premises for $30,000, paying by cheque. The effect of this transaction is that the cash at the bank is reduced and a new asset, shop premises, appears:
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Note how the two parts of the statement of financial position (balance sheet) ‘balance’, that is, the total of the assets equals the total of the liabilities.


The purchase of an asset and the incurring of a liability


On 6 May 2017, Blake buys some goods for $5,000 from D. Smith and agrees to pay for them sometime within the following two weeks. The effect of this is that a new asset, inventory, is acquired, and a liability for the goods is created. A person to whom money is owed for goods is known in accounting language as an accounts payable (creditor).


The statement of financial position (balance sheet) becomes:
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Note how the liability (the accounts payable) is shown as a deduction from the assets. This is how the calculation is presented in the most common form of the accounting equation.


Sale of an asset on credit


On 10 May 2017, goods that had cost $1,000 were sold to J. Brown for the same amount, the money to be paid at a later date. The effect is a reduction in inventory (stock of goods) and the creation of a new asset. A person who owes the firm money is known in accounting terms as an accounts receivable (debtor). The statement of financial position (balance sheet) now appears as:
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Sale of an asset for immediate payment


On 13 May 2017, goods that had cost $2,000 were sold to D. Daley for the same amount, Daley paying for them immediately by cheque. Here, one asset, inventory, is reduced, while another asset, cash at bank, is increased. The statement of financial position (balance sheet) now appears as:
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The payment of a liability


On 15 May 2017, Blake pays a cheque for $3,000 to D. Smith in part payment of the amount owing. The asset bank is therefore reduced, and the liability of the creditor is also reduced. The statement of financial position (balance sheet) now appears as:
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Collection of an asset


On 31 May 2017, J. Brown, who owes Blake $1,000, makes a part payment of $750 by cheque. The effect is to reduce one asset, accounts receivable, and to increase another asset, bank. The statement of financial position (balance sheet) after these transactions is now shown as:




[image: ]





5.3 Equality of the accounting equation


It can be seen that every transaction has affected two items. Sometimes it has changed two assets by reducing one and increasing the other. In other cases, the effect has been different. You will notice, however, that in all cases apart from the very first (when the owner started the business by putting in cash of $50,000), no change has been made to the total of either section of the statement of financial position (balance sheet) and the equality between the two totals has remained the same. The accounting equation has held true throughout the example and, in fact, always will.


The effect of each of the seven transactions, shown above, upon the two sections of the statement of financial position (balance sheet) is now illustrated in Exhibit 5.1.
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Exhibit 5.1





Each transaction has, therefore, maintained the same total for assets as for capital + liabilities. This can be shown:
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Exhibit 5.2






5.4 More detailed presentation of the statement of financial position (balance sheet)


The statements of financial position (balance sheet) shown in this chapter are presented in what is referred to as the ‘vertical presentation’. This method will be used throughout the book since it is the most common method of presentation used today.


A more detailed statement of financial position (balance sheet) for B. Blake is shown below reflecting the presentation you will learn in later stages of your studies.
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You will have noticed the use of the terms non-current asset, current assets and current liabilities. Chapter 12 contains a full and proper examination of these terms. At this point we will simply say that:





•  Non-current assets are assets which are expected to be kept for a few years at least, for example buildings, machinery, fixtures, motor vehicles. They are used in the business to enable it to carry on the purpose of earning income and are not intended for resale.



•  Current assets are assets which change from day to day, for example the value of inventory goes up and down as it is bought and sold. Similarly, the amount of money owing to us by debtors will change quickly, as we sell more to them on credit and they pay their debts. The amount of money in the bank will also change as we receive and pay out money.



•  Current liabilities are those liabilities that have to be paid within the near future, for example accounts payable for goods bought.
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Helpful Hint!


Examination tip:


Remember to always head your statement of financial position correctly. Check to ensure that you have put in the name of the company, name of the statement followed by the words ‘as at’ and the relevant date.
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Summary





•  The whole of accounting is based on the accounting equation, namely that resources supplied by the owner (the capital) will always equal the resources in the business (the assets).



•  Other people may also supply some of the assets to the business. The name given to any amounts that are owed by the business to other people is liabilities.



•  When assets are supplied by other people as well as the owner of the business the accounting equation becomes:
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•  The two sides of the accounting equation are represented by the two sections of the statement of financial position (balance sheet).



•  The statement of financial position (balance sheet) is a financial statement prepared at a particular point in time. It contains assets, capital and liabilities.



•  The two totals of each part of the statement of financial position (balance sheet) should always agree, that is, they balance.



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



•  Every transaction affects two items in the statement of financial position (balance sheet).
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