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Chapter one 

Introduction to Financial Accounting 
 

1 Introduction 

 Financial Accounting can be defined as “The process of collecting, recording, 
classifying, and summarizing historical financial information to prepare financial 
statement, which are used by users to make better economic decisions. 

 Accounting is concerned with collecting, analyzing and communicating financial 
information. The purpose is to help people who use this information to make 
more informed decisions.  

 If the financial information that is communicated is not capable of improving the 
quality of decisions made, there would be no point in producing it. 

 Sometimes the impression is given that the purpose of accounting is simply to 
prepare financial reports on a regular basis. While it is true that accountants 
undertake this kind of work, it does not represent an end in itself. The ultimate 
purpose of the accountant’s work is to give people better financial information on 
which to base their decisions. 

2 Business Organization and Its Types 

 Organization that has been established with the purpose of earning profit is called 
Business Organization. 

 

2.1 Types of Organization based on ownership 
A business can be operated in one of several ways: 

2.1.1 Sole trader 

 This is the simplest form of business where a business is owned and operated by 
one individual, although they might employ any number of people.  

 With this form of entity there is no legal distinction between the owner and the 
business.  

 To this end the owner receives all of the profits of the business but has unlimited 
liability for all the losses and debts of the business. 
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2.1.2 Partnership 

 Similar to a sole trader the owners of a partnership receive all the profits and have 
unlimited liability for the losses and debts of the business. The key distinction is 
that there are at least two owners.  

 The joint owners, or partners, are jointly and severally liable for the losses the 
business makes (i.e. they are each fully liable in respect of all business liabilities). 

2.1.3 Limited liability Company 

 A company is a business owned by one or more owners. The owners are known as 
shareholders. A shareholder owns shares of the company. Shares are units of 
ownership in a company. For example, if a company has 1,000 shares, there may 
be three shareholders who own 700 shares, 200 shares, and 100 shares 
respectively. The number of shares held by a shareholder represents how much of 
the company they own. The first shareholder who owns 700 shares owns 70% of 
the corporation (700/1,000 = 70%). A corporation can have different types of 
shares. We will discuss this in later chapters. 

 Unlike sole traders and partnerships, limited liability companies are established as 
separate legal entities to their owners. This is achieved through the process of 
incorporation.  

 The owners of the company (the shareholders) invest capital in the business in 
return for a shareholding that entitles them to a share of the residual assets of the 
business (i.e. what is left when the company is wound up or liquidated).  

 The shareholders are not personally liable for the debts of the company and whilst 
they may lose their investment if the company becomes insolvent they will not 
have to pay the outstanding debts of the company if such a circumstance arises.  

 Likewise, the company is not affected by the insolvency (or death) of individual 
shareholders.  

 Limited liability companies are managed by a board of directors who are elected 
by the shareholders. 

2.2 Types of Business Organization based on the Nature of Business Activities 

2.2.1 Manufacturing Business 

 Organization that purchase raw material and convert it into finished goods. 

 Common examples of such business organization are: Nestle, PepsiCo, Alokozay 
Group of Companies etc. 

2.2.2 Trading Business 

 Organization that purchase finish goods from one and sell it to others. 

 They can operate in the form of wholesalers and Retailers. 



Introduction to Financial Accounting 3 

 

 Wholesalers are purchasing finished goods from manufacturing organization and 
selling to retailers. 

 Retailers are purchasing from wholesalers or manufacturing organization and 
selling to final consumers. 

 Common examples of trading business are super market chains (Finest or Spinneys 
etc.) 

2.2.3 Service Provision Business 

 This type of business provides services to others. 

 Common examples are profit seeking hospitals, universities and consultancies 
providing legal services. 

3 Users and Stakeholders 

 Stakeholder is person or organization that influence or influenced by the business 

entity. 

 Because of this influence, they are interested in the business affairs of business 

entity and they will need financial information to make decision about the 

relationship with the business entity. 

 They also called users of financial information. 

 Different stakeholders and their needs are discussed below: 

3.1 Investors and potential investors 
 Investors and potential investors are interested in their potential profits and the 

security of their investment.  

 Future profits may be estimated from the target company’s past performance as 
shown in the statement of profit or loss.  

 The security of their investment will be revealed by the financial strength and 
solvency of the company as shown in the statement of financial position.  

 The largest and most sophisticated groups of investors are the institutional 
investors, such as pension funds and unit trusts. 

3.2 Employees and trade union representatives 
 Employees and trade union representatives need to know if an employer can offer 

secure employment and possible pay rises.  

 They will also have a keen interest in the salaries and benefits enjoyed by senior 
management.  

3.3 Lenders 
 Lenders need to know if they will be repaid. This will depend on the solvency of 

the company, which should be revealed by the statement of financial position.  
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 Long-term loans may also be backed by ‘security’ given by the business over 
specific assets. The value of these assets will be indicated in the statement of 
financial position. 

3.4 Government agencies 
 Government agencies need to know how the economy is performing in order to 

plan financial and industrial policies.  

 The tax authorities also use financial statements as a basis for assessing the 
amount of tax payable by a business. 

3.5 Suppliers 
 Suppliers need to know if they will be paid.  

 New suppliers may also require reassurance about the financial health of a 
business before agreeing to supply goods. 

3.6 Customers 
 Customers need to know that a company can continue to supply them into the 

future. This is especially true if the customer is dependent on a company for 
specialized supplies. 

3.7 Public 
 The public may wish to assess the effect of the company on the economy, local 

environment and local community.  

 Companies may contribute to their local economy and community through 
providing employment and patronizing local suppliers.  

 Some companies also run corporate responsibility programmers through which 
they support the environment, economy and community by, for example 
supporting recycling schemes. 

3.8 Management and Competitors 
 Management and competitors would also use the financial statements of a 

business to make economic decisions. Management is responsible for the running 
of the business of an organization. Therefore, they need detailed information 
about the organization affairs and activities.  

 Management, however, would predominantly use monthly management accounts 
as their main source of financial information.  

 It is also unlikely that a business would prepare financial statements for the 
purpose of aiding competitors. 

3.9 Question  
Which of the following users do you think require the most detailed financial information 
to be made available to them? 

A. Competitors 
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B. Management of the business 
C. Trade unions 
D. Investors 

 

4 The elements of the financial statements 

In order to appropriately report the financial performance and position of a business the 
financial statements must summaries five key elements: 
 

4.1 Assets  
 An asset is a resource controlled by the entity as a result of past events from 

which future economic benefits are expected to flow to the entity.  

 Assets will be classified into current and non-current. 

 Current asset is the asset in the form of cash, item that will be realized into cash 
within 12 months or item that will provide benefits for only 12 months. Examples 
are: 

 Cash 
 Account Receivable 
 Inventory 

 Non-Current asset is the asset that will provide benefit for more than 12 months 
or that will be used in the business for more than 12 months. Examples are: 

 Land and building 
 Furniture 
 Machinery 
 Intangible assets (Computer Software and Picture Films) 
 Purchased Goodwill. 

4.2 Liability 
 A liability is an obligation to transfer economic benefit as a result of past 

transactions or events.  

 Liabilities will be classified into current and non-current. 

 Current liability is that liability that will be settled within 12 months. Examples are: 
 Account Payable 
 Tax Payable 
 Salary Payable 
 Overdraft 

 Non-Current Liability is that liability that will be settled in a time period that is 
more than 12 months. Examples are: 

 Loan 
 Bonds 
 Redeemable Preference Shares 
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4.3 Equity  
 This is the 'residual interest' in a business and represents what is left when the 

business is wound up, all the assets sold and all the outstanding liabilities paid. It is 
effectively what is paid back to the owners (shareholders) when the business 
ceases to trade. 

 Equity has the following components: 
 Share Capital 
 Share Premium 
 Reserves 
 Retained Earnings 

4.4 Income 
 Income is increase in economic benefits during the period that result increase in 

asset or decrease in liability which ultimately result increase in equity other than 
those related to further investment made by the owner. 

 Examples of income are: 
 Revenue – Income from operating activities of a business. 
 Commission  
 Fee 
 Interest Income 
 Dividend Income 

4.5 Expenses  
 Expense is decrease in economic benefits during the period that result decrease in 

asset or increase in liability which ultimately result decrease in equity other than 
those related to withdrawal by the owner.  

 Examples of expense are: 
 Cost of Sale 
 Selling and Marketing Expense 
 Administrative Expense 
 Depreciation 
 Loss on Disposal of Non-Current Asset 
 Impairment 
 Tax and Finance Cost. 

4.6 Question 
Classify the following items into current and noncurrent assets and liabilities: 

 Land and buildings 

 Account Receivables 

 Cash 

 Loan repayable in two years’ time 

 Account Payables 
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 Delivery van 
 

5 The components of a set of financial statements 

A set of financial statements include: 

5.1 The statement of financial position 
This statement summarizes the assets, liabilities and equity balances of the business at 
the end of the reporting period. This used to be referred to as a 'balance sheet.' A 
specimen statement of financial position, including hypothetical monetary amounts is 
illustrated below and how to prepare it will be discussed in later chapter: 
 
Statement of financial position at 30 June 20X7 
                                                                                                                                $                      $ 
Noncurrent assets 
Property, plant and equipment                                                                                           87,500 
Current assets 
Inventory                                                                                                         12,000 
Trade receivables                                                                                            11,200 

                                                                                                      ––––– 
             23,200 

Total assets                                                                                                                             ––––––                                                                                                                                                   
110,700 

                                                                                                                                               –––––– 
Equity and liabilities 
Equity share capital @ $1 shares                                                                                        40,000 
Share premium                                                                                                                         2,000 
Revaluation surplus                                                                                                                  5,000 
Retained earnings                                                                                                                  43,650 
                                                                                                                                                  –––––– 
Total equity at 30 June 20X7                                                                                                90,650 
Noncurrent liabilities 
6% bank loan (20X9)                                                                                                              10,000 
Current liabilities 
Trade payables                                                                                                 5,000 
Bank overdraft                                                                                                  4,150 
Income tax liability                                                                                              600 
Interest accrual                                                                                                    300 
                                                                                                                           ––––––       

     10,050 
                                                                                                                                                  –––––– 
Total Equity and Liabilities                                                                                                     110,700 
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5.2 The statement of profit or loss and other comprehensive income 
This statement summarizes the incomes earned and expenses incurred by the business 

throughout the reporting period. We can prepare one statement showing both profit & 

loss and other comprehensive income or two separate statements: one for profit & loss 

and another one for other comprehensive income. Incomes and expenses those are 

realized (resulted cash inflow or will result cash inflow in short period of time) should be 

included in SPL and those which are not realized (Gain on revaluation of Non-Current 

Assets) should be included in OCI. A specimen statement of profit or loss and other 

comprehensive income, including hypothetical monetary amounts, is illustrated below: 

 
Statement of profit or loss and other comprehensive income for the year ended 30 June 
20X7 

                                                                                                                                                               
$ 

Sales revenue                                                                                                                        120,000 
Cost of sales                                                                                                                          (72,500) 
                                                                                                                                                  –––––– 
Gross profit                                                                                                                              47,500 
Distribution costs                                                                                                                 (10,700) 
Administrative and selling expenses                                                                                 (15,650) 
                                                                                                                                                  –––––– 
Operating profit                                                                                                                      21,150 
Finance costs                                                                                                                              (600) 
                                                                                                                                                  –––––– 
Profit before tax                                                                                                                     20,550 
Income tax                                                                                                                                  (600) 
                                                                                                                                                  –––––– 
Profit for the year                                                                                                                   19,950 
Other comprehensive income: 
Revaluation surplus in the year                                                                                              2,000 
                                                                                                                                                  –––––– 
Total comprehensive income for the year                                                                         21,950 
                                                                                                                                                  –––––– 

5.3 The statement of changes in equity 
This statement summarizes the movement in equity balances (share capital, share 
premium, revaluation surplus and retained earnings all explained in greater detail later in 
the text) from the beginning to the end of the reporting period. It applies only to limited 
liability companies and would not be required for a sole trader or partnership: 
Statement of changes in equity for the year ended 30 June 20X7 
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                                                                            Sh Cap      Sh Prem      R Surp      RE        Total 
                                                                                 $                 $                $             $            $ 
Balance at 1 July 20X6                                   34,000        1,100         3,000   25,200     63,300 
Profit for the year                                                                                                 19,950    19,950 
Dividend paid in the year                                                                                    (1,500)    (1,500) 
Revaluation in the year                                                                            2,000                     2,000 
Issue of share capital                                      6,000           900                                             6,900 
                                                                          –––––          –––––          –––––    –––––      ––––– 
Balance at 30 June 20X7                              40,000         2,000           5,000     43,650    90,650                                                                                                                                                         

5.4 The statement of cash flows 
This statement summarizes the cash paid and received throughout the reporting period. 
Normally, it would be relevant to limited liability companies only, rather than to sole 
traders and partnerships. It will be explained in greater detail later in the text. 

5.5 The notes to the financial statements 
The notes to the financial statements comprise a statement of accounting policies and 
any other disclosures required to enable to the shareholders and other users of the 
financial statements to make informed Judgements about the business. The notes to the 
financial statements are usually more detailed and extensive for limited liability company 
financial statements, rather than for the accounts of a sole trader or partnership. 

6 Qualitative Characteristics of Useful Financial Information  

These are the attributes that make information provided in financial statements useful to 
the users. These characteristics are divided into fundamental and enhancing: 

6.1 Fundamental qualitative characteristics 
These are the features which must be present in the financial information to be 
considered useful and acceptable to the users: 

1. Relevance: Information is relevant if it has the ability to influence the 
economic decisions of users. Affected by timeliness and materiality. 

2. Faithful representation: Information must provide true and fair view. 
Transactions or events which it represents should be accounted for and 
presented in accordance with their economic reality and not merely legal 
form (Substance over form). 

6.2 Enhancing qualitative characteristics  
These are features which makes useful information more useful. 

1. Comparability 
Users must able to compare financial statements of an entity over time and 
with other entities. There must be consistency in applying accounting 
policies and these policies must be disclosed. 



10 Financial Accounting 

 

2. Verifiability  
Different knowledgeable and independent observers agree that 
information is faithfully presented. 

3. Timeliness 
Information must be provided on time. Otherwise it will become irrelevant. 

4. Understandability  
Information should be presented in such way so that it can be understood 
and analyzed by the users very easily. Information should not be omitted 
from financial statement based on its difficulty. 

7 Other important accounting concepts 

There are a number of other accounting principles that underpin the preparation of 
financial statements. The most significant ones include: 
 

7.1 Materiality 
 An item is regarded as material if its omission or misstatement is likely to change 

the perception or understanding of the user of that information – i.e. they may 
make inappropriate decisions based upon the misstated information.  

 Note that this is a subjective assessment made by those who prepare the financial 
statements (usually company directors) and it requires them to consider the 
reliability of the financial statements for decision-making purposes by users, 
principally the shareholders. 

 For example, consider if the bank balance of a major company is misstated by $1 
in the statement of financial position. This may not be regarded as a material 
misstatement which would significantly distort the relevance and reliability of the 
financial statements. However, if the bank balance was misstated by $100,000, 
this is more likely to be regarded as a material misstatement as it significantly 
distorts the information included in the financial statements. 

7.2 Substance over form 
 As noted earlier, if information is to be presented faithfully, the economic reality 

must be accounted for and not just the strict legal form. 

 An example of substance over form that you will encounter later in the text is the 
accounting treatment of redeemable preference shares. Although on legal form 
these are shares, there is an obligation to repay the preference shareholders and 
so they are accounted for as debt. 
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7.3 The going concern assumption 
 Financial statements are prepared on the basis that the entity will continue to 

trade for the foreseeable future (i.e. it has neither the need nor the intention to 
liquidate or significantly curtail its operations).  

 The normal expectation is that, based upon current knowledge and understanding 
of the business, it is reasonable to assume that the business will continue to 
operate for the next twelve months.  

 Note that there is no guarantee that this will always be the case as evidenced by 
business failures and insolvencies. 

7.4 The business entity concept 
 This principle means that the financial accounting information presented in the 

financial statements relates only to the activities of the business and not to those 
of the owner. 

 From an accounting perspective the business is treated as being separate from its 
owners. 

7.5 The accruals basis of accounting 
 This means that transactions are recorded when revenues are earned and when 

expenses are incurred. This pays no regard to the timing of the cash payment or 
receipt. 

 For example, if a business enters into a contractual arrangement to sell goods to 
another entity the sale is recorded when the contractual duty has been satisfied. 
That is likely to be when the goods have been supplied and accepted by the 
customer. The payment may not be received for another month but in accounting 
terms the sale has taken place and should be recognized in the financial 
statements. 

7.6 Fair presentation 
 Fair presentation relates to preparation of the financial statements in accordance 

with applicable financial reporting standards, together with relevant laws and 
regulations. 

 Disclosure of compliance with reporting standards should be disclosed in the 
financial statements. If there is less than full compliance, the extent of 
noncompliance should be disclosed and explained.  

7.7 Consistency 
 Users of the financial statements need to be able to compare the performance of 

a company over a number of years. Therefore, it is important that the 
presentation and classification of items in the financial statements is retained 
from one period to the next, unless there is a change in circumstances or a 
requirement of a new IFRS. 



12 Financial Accounting 

 

 Consistency of accounting treatment and presentation relates not only from one 
accounting period to the next, but also within an accounting period, so that similar 
transactions are accounted for in a similar way. 

7.8 Question  
Which of the following statements are correct? 

1) Only tangible assets (i.e. those with physical substance) are recognized in the 
financial statements. 

2) Faithful representation means that the commercial effect of a transaction must 
always be shown in the financial statements even if this differs from legal form. 

3) Businesses only report transactions, events and balances that are material to users 
of the financial statements. 

A. All of them 
B. 1 and 2 only 
C. 2 only 
D. 2 and 3 only 
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Chapter Two 

The regulatory framework 
 

1 Why a regulatory framework is necessary? 

A regulatory framework for the preparation of financial statements is necessary for a 
number of reasons: 

 To ensure that the needs of the users of financial statements are met with at least 
a basic minimum of information. 

 To ensure that all the information provided in the relevant economic arena is both 
comparable and consistent. Given the growth in multinational companies and 
global investment this arena is an increasing international one. 

 To increase users’ confidence in the financial reporting process. 

 To regulate the behavior of companies and directors towards their investors. 
 
Accounting standards on their own would not be sufficient to achieve these aims. In 
addition, there must be some legal and market based regulation. 

2 National regulatory frameworks for financial reporting 

There are many elements to the regulatory environment of accounting. A typical 
regulatory structure includes: 

 National financial reporting standards 

 National law 

 Market regulations 

 Stock exchange rules. 

3 International Financial Reporting Standards (IFRS) 

 Due to the increasingly global nature of investment and business operation there 
has been a move towards the 'internationalization' of financial reporting.  

 This 'harmonization' was considered necessary to provide consistent and 
comparable information to an increasingly global audience. 

 If companies use different methods of accounting, then before any decisions can 
be made about different entities the accounts would have to be rewritten so that 
the accounting concepts and principles applied are the same; Only then relevant 
comparisons are made. 

 IFRS are not enforceable in any country. As we will see shortly, they are developed 
by an international organization that has no international authority. To become 
enforceable, they must be adopted by a country's national financial reporting 
standard setter. 
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 Da Afghanistan Bank requires all Institutions in the banking sector to produce their 
financial reports according to IFRSs. 

 Within the European Union, IFRS were adopted for all listed entities in 2005. Other 
countries to have adopted IFRS include: Argentina, Australia, Brazil, Canada, 
Russia, Mexico, Saudi Arabia and South Africa. The US, China and India are going 
through a process of 'convergence,' whereby they are updating their national 
standards over time so that they are consistent with IFRS. 

3.1 Development of an IFRS 
The procedure for the development of an IFRS is as follows: 

 The IASB identifies a subject and appoints an advisory committee to advise on the 
issues. 

 The IASB publishes an exposure draft for public comment, being a draft version of 
the intended standard 

 Following the consideration of comments received on the draft the IASB publishes 
the final text of the IFRS. 

 At any stage the IASB may issue a discussion paper to encourage comment. 

 The publication of an IFRS, exposure draft or IFRIC interpretation requires the 
votes of at least eight of the 15 IASB members. 

4 Structure of the IFRS regulatory system 

4.1 International Financial Reporting Standards (IFRS) Foundation 
 The IFRS Foundation (formerly known as the International Accounting Standards 

Committee Foundation (IASC)) is the supervisory body for the IASB and is 
responsible for governance issues and ensuring each member body is properly 
funded. 

 The principal objectives of the IFRS Foundation are to: 
 Develop a set of high quality, understandable, enforceable and globally 

accepted financial reporting standards 
 Promote the use and rigorous application of those standards 
 To take account of the financial reporting needs of emerging economies 

and small and medium sized entities 
 Bring about the convergence of national and international financial 

reporting standards. 

4.2 International Accounting Standards Board (IASB) 
 The IASB is the independent standard setting body of the IFRS foundation. 

 Its members are responsible for the development and publication of IFRSs and 
interpretations developed by the IFRS IC.  

 Upon its creation the IASB also adopted all existing International Accounting 
Standards. 
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 All of the most important national standard setters are represented on the IASB 
and their views are taken into account so that a consensus can be reached.  

 All national standard setters can issue IASB discussion papers and exposure drafts 
for comment in their own countries, so that the views of all preparers and users of 
financial statements can be represented.  

4.3 The IFRS Interpretations Committee (IFRS IC) 
 The IFRS IC reviews widespread accounting issues (in the context of IFRS) on a 

timely basis and provides authoritative guidance on these issues. 

 Their meetings are open to the public and, similar to the IASB, they work closely 
with national standard setters. 

4.4 The IFRS Advisory Council (IFRS AC) 
 The IFRS AC is the formal advisory body to the IASB and the IFRS Foundation. 

 Their objectives include: 
 Advising the IASB on agenda decisions and priorities in their work, 
 Informing the IASB of the views of the Council with regard to major 

standard setting projects, and 
 Giving other advice to the IASB or to the Trustees. 

5 Company ownership and control 

 A company is a corporate body that has registered in accordance with the 
requirements of relevant national company law, thus becoming its own legal 
entity.  

 Ownership of the company is evidenced by the issuing of shares to the owners (i.e. 
the shareholders). 

 For some smaller and medium sized companies, the owners may also be the 
directors/managers of the company. It is also possible for directors of large, 
publically listed companies to own shares in the companies they work for. 
However, of the large companies, directors typically own less than 1% of the 
shares of the company they work for. 

 Typically, large, listed companies are owned by a wide range of individuals and 
organizations, such as pension funds, trusts and investment banks. These 
individuals and entities will not have any involvement in the day-to-day running of 
the business. 

 Imagine if you had to organize a meeting of all shareholders every time the 
business needed to make a decision such as the hiring of a new member of staff or 
which leasing company to rent cars from; It would take far too long to make these 
decisions and consensus amongst such a large group might be difficult to achieve. 

 Instead, directors are appointed to manage the business on behalf of the owners. 
This leads to the separation of ownership and control within the company.  
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 Unfortunately, the objectives of owners and directors often conflict; Whilst they 
might both have the objective of increasing their own personal wealth, if the 
directors increase their own salaries and bonuses this reduces the profit available 
to the shareholders. Also, the directors will be rewarded for the financial success 
of the business, which leads towards bias in the preparation of the financial 
statements. This could ultimately result in a reduction in reliability/credibility of 
the financial statements. 

6 What is ‘corporate governance’? 

 Corporate governance is the system by which companies are directed and 
controlled in the interests of shareholders and in relation to those stakeholders 
beyond the company boundaries. 

 The use of the term stakeholders suggests that companies (and therefore their 
management team) have a much broader responsibility to the economy and 
society at large. This includes concepts such as public duty and corporate social 
responsibility. 

 If directors of a company have a responsibility to these groups then they must also 
be held accountable to them. 

6.1 Purpose and objectives of corporate governance 
The corporate governance will have following purposes: 

 Monitor those parties within a company who control the resources owned by 
investors. 

 Ensure there is a suitable balance of power on the board of directors. 

 Ensure executive directors are remunerated fairly. 

 Make the board of directors responsible for monitoring and managing risk. 

 Ensure the external auditors remain independent and free from the influence of 
the company 

 Address other issues: business ethics, corporate social responsibility and 
protection of whistleblowers. 

 
Corporate Governance will have following objectives: 

 Contribute to improved corporate performance and accountability in creating 
long-term shareholder value. 

 Control the controllers by increasing the amount of reporting and disclosure to all 
stakeholders. 

 Increase level of confidence and transparency in company activities for all 
investors 

 Ensure that the company is run in a legal and ethical manner. 

 Build in control at the top that will cascade down the organization. 
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6.2 The need for corporate governance 
 Simply put, if the stock market mechanism is to succeed then there needs to be a 

system that ensures publically owned companies are run in the interests of the 
shareholders and that provides adequate accountability of the people managing 
those companies. 

 The basic elements of sound corporate governance include: 
 Effective management 
 Effective systems of internal control 
 Oversight of management by nonexecutive directors 
 Fair appraisal of director performance 
 Fair remuneration of directors 
 Fair financial reporting, and 
 Constructive relationships with shareholders. 

 In order to be accountable to the stakeholders of the business the directors of a 
company are responsible for preparing various documents and reports. One of the 
most important reports is the financial statements. These provide a summary of 
the financial performance and position of the business. This information is crucial 
for the shareholders in particular, who need to be able to assess the success of the 
business during the financial period and the affect this has had on their own 
personal wealth. 

 The directors of a company are responsible for ensuring that the company has an 
effective system in place for adequately identifying, recording, and summarizing 
all the transactions and events that take place during the year. 

 They must ensure that the controls that exist within that system are sufficient to 
both prevent and detect fraud and error within the system. They are also 
responsible for monitoring that system to ensure that the controls and procedures 
are being rigorously applied. 
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Chapter Three 

Double entry bookkeeping 

1 Business transactions and documentation 

 In every business a number of transactions and events will take place every day. 
The role of financial reporting is to effectively measure the effects of those 
transactions and events, record the effects on the business and summaries those 
transactions and their consequences in a format that is useful to the users of the 
financial statements. 

 The main transactions that take place include sales, purchases (of goods and of 
services) and payroll related transactions. Others include rental costs, raising 
finance, repayment of finance, and taxation related costs to name but a few. All of 
these transactions must be adequately captured by the financial reporting system. 

 With most transactions a supporting document will be created to confirm the 
transaction has taken place, when the transaction took place and the associated 
value of the transaction. This documentation is vital to the financial accountant, 
who uses the information on the documents as a data source to initiate the 
measurement and recording of the transactions. 

 The main types of business documentation and sources of data for an accounting 
system, together with their content and purpose are given below: 

1.1 Quotation 
 A document sent to a customer by a company stating the fixed price that would be 

charged to produce or deliver goods or services.  

 Quotations can't be changed once they have been accepted by the customer.  

 Normally three quotations are obtained with one selection based on price or 
quality of the product or service. 

1.2 Purchase Order 
 A document of the company that details goods or services which the company 

wishes to purchase from another company. 

 Two copies of a purchase order are often made, one is sent to the company from 
which the goods or services will be purchased, and the other is kept internally so 
the company can keep track of its orders. 

 Purchase orders are often sequentially numbered. 
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1.3 Sale Order 
 A document of the company that details an order placed by a customer for goods 

or services.  

 The customer may have sent a purchase order to the company from which the 
company will then generate a sales order.  

 Sales orders are usually sequentially numbered so that the company can keep 
track of orders placed by customers. 

1.4 Goods Dispatch Note 
 A document of the company that lists the goods that the company has sent out to 

a customer.  

 The company will keep a record of goods dispatched notes in case of any queries 
by customers about the goods sent.  

 The customer will compare the goods dispatched note to what they receive to 
make sure all the items listed have been delivered and are the right specification. 

1.5 Goods Received Note 
 A document of the company that lists the goods that a business has received from 

a supplier.  

 A goods received note is usually prepared by the business's own warehouse or 
goods receiving area. 

1.6 Invoices 

1.6.1 An invoice relates to a sales order or a purchase order 

 When a business sells goods or services on credit to a customer, it sends out an 
invoice. The details on the invoice should match the details on the sales order. The 
invoice is a request for the customer to pay what they owe.  

 When a business buys goods or services on credit it receives an invoice from the 
supplier. The details on the invoice should match the details on the purchase 
order.  

 Invoices should be numbered, so that the business can keep track of all the 
invoices it sends out. 

 Information usually shown on an invoice includes the following. 
a) Name and address of the seller and the purchaser 
b) Date of the sale 
c) Description of what is being sold 
d) Quantity and unit price of what has been sold (eg 20 pairs of shoes at $25 

a pair) 
e) Details of trade discount, if any (eg 10% reduction in cost if buying over 

100 pairs of shoes) 
f) Total amount of the invoice including (usually) details any of sales tax 
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g) Sometimes, the date by which payment is due, and other terms of sale 

 Uses of invoices 
a) Copy to customer as a request for payment 
b) Copy to accounts department to match to eventual payment 
c) Copy to warehouse to generate a dispatch of goods, as evidenced by a 

goods dispatched note 
d) Copy matched to sales order and kept in sales department as a record of 

sales 

1.7 Statement 
 A document sent out by a supplier to a customer listing the transactions on the 

customer's account, including all invoices and credit notes issued and all payments 
received from the customer.  

 The statement is useful, as it allows the customer to reconcile the amount that 
they believe they owe the supplier to the amount the supplier believes they are 
owed. Any differences can then be queried. 

1.8 Debit Note 
 A document sent by a customer to a supplier in respect of goods returned or an 

overpayment made.  

 It is a formal request for the supplier to issue a credit note. 

1.9 Credit Note 
 A document sent by a supplier to a customer in respect of goods returned or 

overpayments made by the customer.  

 It is a 'negative' invoice and normally will be written in red to differentiate from 
genuine invoice. 

1.10 Remittance Advice 
 A document sent to a supplier with a payment, detailing which invoices are being 

paid and which credit notes offset.  

 A remittance advice allows the supplier to update the customer's records to show 
which invoices have been paid and which are still outstanding.  

 It also confirms the amount being paid, so that any discrepancies can be easily 
identified and investigated. 

1.11 Receipt 
 A document confirming confirmation that a payment has been received. This is 

usually in respect of cash sales. 
 
 



Double entry bookkeeping 21 

 

The above documents are based upon the documents created by a traditional 
manufacturing company. Not all companies will produce all of these documents. In the 
same manner some companies may produce alternative forms of documentation, 
particularly if they operate in the services industry or overseas. 

2 Accounting records 

 Once the relevant document/data source has been received by the financial 
accountant they have to make a record of it in an appropriate place in the 
accounting system. However, transactions cannot simply be entered into the 
financial statements for the shareholders; There is a complex accounting process 
that has to take place before the results for the year can be summarized. Many 
controls have to be performed to prevent and detect fraud and error before the 
final results can be prepared. 

 The accounting system is also used to monitor the effectiveness of the business 
and to help conclude relevant transactions (for example, many goods/services are 
sold on credit, giving the customer a number of days/months to settle their debt. 
Credit control requires information from the accounting system with regard to 
who has not settled their debts and, for that reason, who needs to be chased for 
payment). 

 The flow of information from the initial transaction to the financial statements is 
given below: 

 Collection of Data --- Source Documents 
 Recording of Data --- Books of Prime Entry 
 Classification of Data --- Ledger Accounts 
 Summarizing of Data --- Trial Balance 
 Preparation of Financial Reports --- Income Statement and Balance Sheet 
 Analysis of Financial Reports --- Ratio Analysis 

3 Books of prime entry 

 The ledger accounts of a business are the main source of information used to 
prepare the financial statements. However, if a business were to update their 
ledgers each time a transaction occurred, the ledger accounts would quickly 
become cluttered and errors might be made. This would also be a very time 
consuming process. 

 To avoid this complication, all transactions are initially recorded in a book of prime 
entry. This is a simple note of the transaction, the relevant customer/supplier and 
the amount of the transaction. It is, in essence, a long list of daily transactions. 

 Several books of prime entry exist, each recording a different type of transaction: 
 Sales day book used to record Credit sales  
 Purchases day book used to record Credit purchases  
 Sales returns day book used to record Returns of goods sold on credit  
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 Purchases returns day book used to record Returns of goods bought on 
credit 

 Cash book used to record All bank transactions 
 Petty cash book used to record All small cash transactions 
 The journal used to record All transactions not recorded elsewhere 

 

 The sum total of the day's transactions is recorded in the accounting ledgers of the 
company. This is done in a 'double entry' format. This important concept will be 
explored in greater depth later in this chapter. 

4 Accounts Classification 

Accounts are classified according to five elements of financial statement. It has been 
given below with its nature: 

 Asset and Expense have Debit Nature: when increase comes in the item that is 
asset or expense, should be debited in the record and decrease comes then it 
should be credited. 

 Income, Liability and Equity have Credit Nature: when increase comes in the item 
that is one of them, should be credited in the record and decrease comes then it 
should be debited. 

5 Sales and purchases day books 

 

5.1 Sales day book 
 The sales book summaries the daily sales made on credit terms (i.e. the goods are 

sold and payment is collected at a later date). Cash sales are recorded in the cash 
book. 

 
 Date               Invoice              Customer               Ledger Ref              $ 
4.1.X6                        1                             Jake                                RL3                     4,500 
4.1.X6                        2                             Bella                               RL18                   3,000 
4.1.X6                        3                             Fizz                                 RL6                     2,200 
4.1.X6                        4                             Milo                                RL1                   10,000 
4.1.X6                        5                             Max                                 RL12                      500 
                                                                                                                                    –––––– 
Total for 4.1.X6                                                                                                          20,200 
 
The total sales for the day of $20,200 will be entered into the accounting ledgers in 
double entry format: 
Account Receivable Control A/c   Dr 
Sale A/c                                            Cr 
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5.2 Purchases day book 
 The purchase day book summaries the daily purchases made on credit terms (i.e. 

the goods are purchased and payment is made at a later date). Cash purchases are 
recorded in the cash book. 

 
Date            Invoice                      Supplier                    Ledger Ref               $ 
4.1.X6                 34                                    Harry                                   PL2                       2,700 
4.1.X6                 11                                     Ron                                     PL37                        145 
4.1.X6               5609                              Hermione                               PL12                     4,675 
4.1.X6                  2                                     Neville                                 PL9                          750 
4.1.X6                577                                   Draco                                  PL1                          345 
                                                                                                                                              ––––– 
Total for 4.1.X6                                                                                                                    8,615 
 
The total purchases for the day of $8,615 will be entered into the accounting ledgers in 
double entry format: 
Purchases                                               Dr 
Account Payables Control A/c             CR 
 

5.3 Sales returns day books  
 
Format of the sales returns day book 
 
Date           Invoice          Customer            Ledger Ref          $ 
4.1.18                1                          Max                          RL 12                 50 
4.1.18                2                          Emie                         RL 2                 450 
4.1.18                3                          Pat                            RL 20              390 
4.1.18               4                           Sam                          RL 27               670 
 

5.4 Purchase returns day books 
Format of the purchases returns day book 

Date            Invoice              Supplier             Ledger Ref           $ 
4.1.18                 12                          Harry                         RL 12                   50 
4.1.18                 23                          Cho                            RL 2                   450 
4.1.18                 34                          Fleur                          RL 20                 390 
4.1.18                 46                          Neville                       RL 27                 670 
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5.5 Question  
Mr KipperLing runs a business providing equipment for bakeries. He always makes a note 
of sales and purchases on credit and associated returns, but he is not sure how they 
should be recorded for the purposes of his accounts. 
Write up the following credit transactions arising in the first two weeks of August 20X6 
into the relevant day books:  
 
1 August Mrs Bakewell buys $500 worth of cake tins. 
1 August Mr KipperLing purchases $2,000 worth of equipment from wholesalers TinPot 
Ltd. 
2 August Mr KipperLing returns goods costing $150 to another supplier, I Cook. 
3 August Jack Flap buys $1,200 worth of equipment. 
3 August Mrs Bakewell returns $100 worth of the goods supplied to her. 
4 August Victoria SandWitch buys a new oven for $4,000. 
5 August Mr KipperLing purchases $600 worth of baking trays from regular supplier 
TinTin Ltd. 
8 August Mr KipperLing purchases ovens costing $10,000 from Hot Stuff Ltd. 
8 August Mr KipperLing returns equipment costing $300 to TinPot Ltd. 
9 August Pavel Ova purchases goods costing $2,200. 
11 August Mrs Bakewell buys some ovenproof dishes costing $600. 

6 The cash book 

 All transactions involving cash at bank are recorded in the cash book. 

 Many businesses have two distinct cash books – a cash payments book and a cash 
receipts book. 

 A note of cash discounts given and received is also recorded in the cash book. This 
is to facilitate the recording of discounts in both the general and accounts 
payable/receivable ledgers. 

 It is common for businesses to use a columnar format cash book in order to 
analyse types of cash payment and receipt. 

6.1 Cash Payment Book 
All transactions involving cash payment are recorded in cash payment book. At the end of 
the day, week or month (depend on company policy), following accounting entries are 
made from totals of the book (illustrative purpose): 
Liabilities                               Dr 
Expenses                               Dr 
Cash                                       Cr 
Discount Received               Cr 
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6.2 Question  
The cash payments book 
The following is the cash payments book of a small print business. 

Date          Detail              Bank               Discount Rec            Payables           Rent 
                                                  $                                $                                    $                         $ 
18.7.X6      Mr A                  1,300                         100                               1,400 
18.7.X6     Office                 3,000                                                                                          3,000 
18.7.X6      Mr B                     210                                                                  210 
18.7.X6      Mr C                  1,520                           80                               1,600 
18.7.X6      Shop                     400                                                                                            400 
                                             –––––                       ––––                             –––––                 ––––– 
                                              6,430                        180                               3,210                  3,400 

What are the accounting entries arising from the totals in the cash book at the end of the 
day, assuming control accounts are kept? 

6.3 Cash Receipt Book 
All transactions involving cash receipt are recorded in cash receipt book. At the end of 
the day, week or month (depend on company policy), following accounting entries are 
made from totals of the book (illustrative purpose): 

Cash                                            Dr 
Discount Allowed                      Dr 
Assets                                         Cr 
Liabilities                                    Cr 
Equity                                         Cr 
Income                                       Cr 

6.4 Question  
The following is the cash receipts book of the SM Art Gallery. 

Date                    Detail                      Bank          Discount               Receivables           Interest 
                                                               $                   $                              $                          $ 
18.7.X6             C Monet                 10,000            500                      10,500 
18.7.X6             Interest Acc # 1            20                                                                           20 
18.7.X6             V V Gogh                25,000                                         25,000 
18.7.X6             Interest Acc # 2          100                                                                         100 
18.7.X6             P Picasso                13,700            300                      14,0 00 
                                                          ––––––          ––––                     ––––––                 –––– 
                                                          48,820            800                       49,500                   120 

What are the accounting entries arising from the totals in the cash book at the end of the 
day, assuming that individual accounts for each customer and supplier are maintained? 
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7 Petty cash book 

Petty Cash Book is an accounting book used for recording expenses which are small and 
of little value, for example, stamps, postage, and handling, stationery, carriage, daily 
wages, etc.  
 
Further explanation, the petty cash book is a formal summarization of petty cash 
expenditures, sorted by date. In most cases, the petty cash book is an actual ledger book, 
rather than a computer record. Thus, the book is part of a manual record-keeping 
system. 
 
There are two primary types of entries in the petty cash book, which are a debit to record 
cash received by the petty cash clerk (usually in a single block of cash at infrequent 
intervals), and a large number of credits to reflect cash withdrawals from the petty cash 
fund. These credits can be for such transactions as payments for meals, flowers, office 
supplies, stamps, and so forth. 
 
A somewhat more useful format is to record all debits and credits in a single column, with 
a running cash balance in the column furthest to the right, as shown in the following 
example. This format is an excellent way to monitor the current amount of petty cash 
remaining on hand. 
 
Sample Petty Cash Book (Running Balance) 
 

Date Purchase/Receipt Amount $ Balance $ 

11 Jan 2017 Opening balance 250 250 

 Kitchen supplies 52.80 197.20 

 Refreshment 24.15 173.05 

Closing Balance 173.05 

 

8 The journal 

 The journal is a book of prime entry which records transactions which are not 
routine (and not recorded in any other book of prime entry), for example: 

 Yearend adjustments 
 Depreciation charge for the year 
 Irrecoverable debt write-off 
 Record the movement in the allowance for receivables 
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 Accruals and prepayments 
 Closing inventory 
 Acquisitions and disposals of noncurrent assets 
 Opening balances for statement of financial position items 
 Correction of errors. 

 The journal is a clear and comprehensible way of setting out a bookkeeping 
double entry that is to be made. 

8.1 Question  
Igor Romanov runs a Russian restaurant. He is a very good chef but not quite so good at 
accounting and needs help to record the following transactions: 

1) Closing inventory of 250 bottles of vodka at a cost of $2,750 has not been 
recorded. 

2) Igor needs to charge depreciation on his restaurant. He holds a 25year lease which 
cost him $150,000 ten years ago. 

3) A regular customer, V Shady, keeps a tab behind the bar. He currently owes $350 
but was last seen buying a one-way ticket to Moscow. Igor has given up hope of 
payment and intends to write the debt off. 

4) On the last day of the year Igor bought two new sofas for cash for the bar area of 
the restaurant. They cost $600 each but the purchase has not been reflected in 
the accounts. 

What journals should Igor post? 

9 Ledger accounts and the division of the ledger 

 In most companies each class of transaction and their associated assets and 
liabilities are given their own account. For example, there will be separate 
accounts for sales, purchases, rent, insurance costs, cash assets, inventory assets, 
liabilities to pay suppliers (payables), amounts due from customers (receivables) 
etc. There is no rule as to how many accounts a business should have but the 
system should facilitate effective and efficient accounting and control. Each 
account in the system is referred to as a 'ledger.' 

 The term 'general ledger' is used to refer to the overall system of ledger accounts 
within a business. It houses all the separate ledgers required to produce a 
complete trial balance and, consequently, set of financial statements. 

 As stated above, each class of transaction, asset, liability and item of equity will 
have its own ledger account. The summary of these ledger balances will eventually 
be transferred into the corresponding caption in the primary financial statements. 
For a summary of the main classifications please refer to the later chapter on 
preparing basic financial statements, where example illustrations have been 
reproduced. 
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 Books of prime entry are covered in more detail in a later chapter. In this chapter 
we will focus on the entries made in the ledger accounts. In particular, we will look 
at the nature of 'double entry' bookkeeping. 

10 Duality, double entry and the accounting equation 

 Each transaction that a business enters into affects the financial statements in two 
ways. For example, a business buys a vehicle for cash. The two effects on the 
business are: 

 It has increased the vehicle assets it has at its disposal for generating 
income, and 

 There is a decrease in cash available to the business. 

 To follow the rules of double entry bookkeeping, each time a transaction is 
recorded, both effects must be taken into account. These two effects are equal 
and opposite and, as such, the accounting equation will always be maintained. 

11 The accounting equation 

 The accounting equation is a simple expression of the fact that at any point in time 
the assets of the business will be equal to its liabilities plus the equity of the 
business. 

 Assets = Equity + Liabilities 

 Expenses and Incomes: Deducted and Added with Assets and Equity. 

 In case of sale of inventory or asset: Cost of Sale deducted from inventory figure, 
record cash or receivable and on the equity side only show profit element. 

11.1 Question  
The transactions of a new business in its first five days are as follows: 

 Day 1:  Avon commences business introducing $1,000 cash. 

 Day 2:  Buys a motor car for $400 cash. 

 Day 3:  Obtains a $1,000 loan. 

 Day 4:  Purchases goods for $300 cash. 

 Day 5:  Sells goods for $400 on credit. 
Use the accounting equation to illustrate the position of the business at the end of each 
day. (Ignore inventory for this example). 

12 Ledger accounts, debits and credits 

 Transactions and events are eventually recorded in the relevant ledger accounts 
using a double entry to reflect the duality concept explained previously. There is a 
ledger account for each asset, liability, equity, income and expense item. 

 Traditionally each account was drawn as an enlarged 'T' that has two sides – a 
debit and a credit side: 
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 The duality concept means that each transaction will affect at least two ledger 
accounts. 

 One account will be debited and the other credited. 
 Whether an entry is to the debit or credit side of an account depends on 

the type of account and the transaction: 
 

12.1 Format of Ledger Account 
 
    Dr Side                               Ledger Account Name                                        Cr Side 

Date        Narrative        Ref               $ 

15Mar     JF agency    PL 313        3000     
2017 

Date            Narrative           Ref             $ 

 

13 Summary of steps to record a transaction 

1) Identify the items that are affected. 
2) Consider whether they are being increased or decreased. 
3) Decide whether each account should be debited or credited. 
4) Check that a debit entry and a credit entry have been made and they are both for 

the same amount. 
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Chapter Four 

Recording cash transactions 

1 Introduction 

 Cash transactions are those where payment is made or received immediately (i.e. 
when cash is exchanged at the point of sale/purchase). 

 Sales and purchases made by cheque, however, are classed as cash transactions. 
The main reason for this is that traditionally such transactions would be processed 
using a cash register or cash till. The cheques and cash in the till would be counted 
at the end of the day and then transferred to the bank account. 

 Credit transactions, on the other hand, where goods are sold and purchased and 
paid for at a later date are more commonly paid using electronic payments 
methods (i.e. they are paid online) and are commonly referred to as bank 
transactions. 

 For the sake of simplicity, the following illustrations all refer to payments and 
receipts of cash being made out of the 'cash' account, rather than distinguishing 
between 'bank ledgers' and 'cash ledgers'. 

 When cash is received (i.e. receipt of an asset) the entry in the cash ledger is a 
debit. When cash is paid out (i.e. a reduction in an asset) the entry in the cash 
ledger is a credit. 

1.1 Question  
Show the following transactions in ledger accounts: (Tip: The ledger accounts you need 
are Cash, Rent, Purchases and Sales.) 

1) Kamran pays $80 for rent by cheque. 
2) Kamran sells goods for $230 cash which he banks. 
3) He then purchases $70 of goods for resale using cash. 
4) Kamran sells more goods for cash, receiving $3,400. 

1.2 Question  
Yusuf enters into the following transactions in his first month of trading: 

1) Buys goods for cash for $380. 
2) Pays $20 in sundry expenses. 
3) Makes $1,000 in sales. 
4) Receives a bank loan of $5,000. 
5) Pays $2,600 for fixtures and fittings. 

What is the total entry to the credit side of the cash Taccount? 
A. $6,000 
B. $6,380 
C. $3,000 
D. $2,620 
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2 Recording credit transactions 

 Credit sales and purchases are transactions where goods or services change hands 
immediately, but payment is not made or received until sometime in the future. 

 Money that a business owes from is accounted for in the receivables ledger. 
Money that a business owes to is accounted for in the payables ledger. 

 

2.1 Question  
Norris notes down the following transactions that happened in June. 

1) Sell goods for cash for $60. 
2) Pay insurance premium by cheque – $400. 
3) Sell goods for $250 – the customer will pay in a month. 
4) Pay $50 petrol for the delivery van. 
5) Buy $170 goods for resale on credit. 
6) Buys $57 of goods for resale, paying by cheque. 
7) Buy another $40 goods for resale, paying cash. 
8) Buy a new computer for the business for $800, paying cash. 

Record these transactions using ledger accounts. 
 

2.2 Question  
For each of the following individual transactions state the two ledger accounts affected, 
and whether the ledger account should be debited or credited: 

1) Ole purchases goods for $5,000, and pays by cheque. 
2) Ole makes a sale to a customer for $500. The customer pays in 30 days’ time. 
3) Ole pays a telephone bill amounting to $40, and pays by cheque. 
4) Ole receives bank interest income of $150. 
5) Ole purchases stationery for $12 and pays cash. 
6) Ole makes a sale to a customer for $400. The customer pays cash. 

3 Balancing off a ledger account 

 Once the transactions for a period have been recorded, it will be necessary to find 
the balance on the ledger account: 

1) Total both sides of the Taccount and find the larger total. 
2) Put the larger total in the total box on the debit and credit side. 
3) Insert a balancing figure to the side of the Taccount which does not 

currently add up to the amount in the total box. Call this balancing figure 
‘balance c/f’ (carried forward) or ‘balance c/d’ (carried down). 

4) Carry the balance down diagonally and call it ‘balance b/f’ (brought 
forward) or ‘balance b/d’ (brought down). 
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3.1 Question  
Balance off the following account: 
                                                                  Cash 
                                                         $                                                                                         $ 
Capital                                        10,000                  Purchases                                              200 
Sales                                                250                   Rent                                                       150 
                                                                                   Electricity                                                75 
 

3.2 Question  
Balance off the following account: 
                                                                      Cash     
                                                            $                                                                                      $ 
Capital                                           10,000                   Purchases                                        1,000 
Sales                                                 300                      Rent                                                  2,500 
                                                                                       Electricity                                           750 
                                                                                       New van                                        15,000 
 

4 Closing off the ledger accounts 

 At the year end, the ledger accounts must be closed off in preparation for the 
recording of transactions in the next accounting period. 

 

5 Statement of financial position ledger accounts 

 Assets/liabilities at the end of a period = Assets/liabilities at start of the next 
period, e.g. the cash at bank at the end of one day will be the cash at bank at the 
start of the following day. 

 Balancing the account will result in: 
 A balance c/f (being the asset/liability at the end of the accounting period) 
 A balance b/f (being the asset/liability at the start of the next accounting 

period). 
 

6 Profit or loss ledger accounts 

 At the end of a period any amounts that relate to that period are transferred out 
of the income and expenditure accounts into another ledger account called profit 
or loss. 

 This is done by closing the account. 
 Do not show a balance c/f or balance b/f but instead put the balancing 

figure on the smallest side and label it ‘profit or loss'. 
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6.1 Question 
Johnny had receivables of $4,500 at the start of 20X5. During the year to 31 December 
20X5 he makes credit sales of $45,000 and receives cash of $46,500 from credit 
customers. 
What is the balance on the receivables account at 31 December 20X5? 

A. $6,000Dr 
B. $6,000Cr 
C. $3,000Dr 
D. $3,000Cr 

 

6.2 Question  
Matthew set up a company and in the first nine days of trading the following transactions 
occurred: 

 1 January Matthew buys $10,000 of share capital in the newly formed company, 
paying by cheque. 

 2 January Matthew buys supplies worth $4,000 and pays by cheque. 

 3 January Matthew buys a delivery van for $2,000 and pays by cheque. 

 4 January Matthew buys $1,000 of purchases on credit. 

 5 January Matthew sells goods for $1,500 and receives a cheque of that amount. 

 6 January Matthew sells all his remaining goods for $5,000 on credit. 

 7 January Matthew pays $800 to his supplier by cheque. 

 8 January Matthew pays rent of $200 by cheque. 
Complete the relevant ledger accounts. 
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Chapter Five 

Returns, discounts and sales tax 

1 Recording sales and purchases returns 

 It is normal for customers to return unwanted goods to a business; equally the 
business will occasionally have cause to return unwanted goods to their supplier. 

 The double entries arising will depend upon whether the returned goods were 
initially purchased on credit: 

 
Entry for Sales Return 
Sales returns Dr  
Cash or Receivable Cr  
 
Entry for Purchases Returns  
Payables or Cash Dr 
Purchases returns Cr 

2 Question  

For each of the following, state the double entry required to record the transaction in the 
accounts: 

1) Alfie transfers $10,000 of his own personal life savings into his business bank 
account. 

2) He then buys goods from Isabel, a supplier for $1,000 and pays by cheque. 
3) A sale is made for $400 – the customer pays by cheque. 
4) Alfie makes a sale for $600 and the customer promises to pay in the future. 
5) Alfie then buys goods from his supplier, Kamen, for $500 on credit. 
6) Alfie pays a telephone bill of $150 by cheque. 
7) The credit customer pays the balance on her account. 
8) Alfie pays Kamen $340. 
9) Bank interest of $30 is received. 
10) A cash customer returned $20 goods to Alfie for a refund. 
11) Alfie sent goods of $100 back to Kamen. 

3 Discounts 

3.1 Trade discounts 
 Trade discounts are given to try and increase the volume of sales being made by the 

supplier. By reducing the selling price, buying items in bulk then becomes more 
attractive. If you are able to source your products cheaper, you can then also sell 
them on to the consumer cheaper too. For example, if we were to buy over 1000 
items, the supplier might be able to drop the price of those items by 5%. 
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3.2 Accounting for trade discounts 
 From an accounting perspective, trade discounts are deducted at the point of sale. 

When accounting for a sale that is subject to a trade discount it is the net amount 
that should be recorded i.e. the trade discount does not get recorded separately. 

3.3 Question  
Oliver sells goods with a book value of $1,000 to Sam on a cash basis and allows her a 
trade discount of 10%. 
Show how the above should be recorded in both the books of Oliver and Sam. 

3.4 Early settlement discounts 
 This type of discount encourages people to pay for items much quicker. If you pay 

for the goods within a set time limit, then you will receive a % discount. These are 
often referred to as 'cash discounts.' For example, a cash discount of 3% is offered 
to any customers who pay within 14 days. 

 Whilst offering this discount makes the cash flow in quicker, it is still a 'lost cost' to 
the business who offers such a discount. 

3.5 Accounting for settlement discounts 
 Discounts may be given in the case of credit transactions for prompt payment: 

 A business may give its customer a discount – known as Discount allowed. 
 A business may receive a discount from a supplier – known as 

 

 Discount received: The correct double entry is: 
Account Payable                           Dr 
Cash                                                Cr 
Discount Received (Income)        Cr  
The income is shown beneath gross profit in the statement of profit or loss. 

 

 Discount allowed: The correct double entry is: 
Dr Discount allowed (expense)    Dr 
Cash                                                 Dr 
Account Receivables                      Cr 
The expense is shown beneath gross profit in the statement of profit or loss, 
alongside other expenses of the business. 

3.6 Question  
George owes a supplier, Herbie, $2,000 and is owed $3,400 by a customer, Iris. George 
offers a cash discount to his customers of 2.5% if they pay within 14 days and Herbie has 
offered George a cash discount of 3% for payment within ten days. George pays Herbie 
within ten days and Iris takes advantage of the cash discount offered to her. 
What ledger entries are required to record these discounts? 
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Chapter Six 

Inventory in the financial statements 
 

1 Introduction 

 Inventory is only recorded in the ledger accounts at the end of the accounting 
period. During the year the relevant sales and purchases are recorded but the 
increase and decrease in inventory assets is ignored. The movement in inventory is 
only considered on an annual basis. In this way a business can calculate exactly 
how much inventory they have used in the year to calculate cost of sales. 

 The standard Proforma for calculating sales, cost of sales and gross profit is 
illustrated below: 

                                                                                                                 $                               $ 
Revenue                                                                                                                       X 
Opening inventory                                                                     X 
Purchases                                                                                    X 
Less: Closing inventory                                                             (X) 
                                                                                                  ––––– 
Cost of sales                                                                                                                (X) 
                                                                                                                                    ––––– 
Gross profit                                                                                                                   X 
                                                                                                                            ––––– 

 Imagine a business that has some inventory left over from the previous year. They 
then add to this by purchasing more inventories for the year ahead. They then use 
this pool of inventory to manufacture their products, which they will sell to 
generate sales revenue. At the end of the year there is likely to be some inventory 
left over to sustain the business in the future. 

 When calculating gross profit, we match the revenue generated from the sales of 
goods in the year with the costs of manufacturing those goods. You should be able 
to appreciate that the costs of the unused inventories should not be included in 
this figure. These are carried forward into the next accounting period where they 
will be used to manufacture goods that are sold in that period. 

 The goods carried forward are classified as assets on the statement of financial 
position. 

1.1 Question 
Peter buys and sells washing machines. He has been trading for many years. On 1 January 
20X7, his opening inventory is 30 washing machines which cost $9,500. He purchased 65 
machines in the year amounting to $150,000 and on 31 December 20X7 he has 25 
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washing machines left in inventory with a cost of $7,500. Peter has sold 70 machines with 
a sales value of $215,000 in the year. 
Calculate the gross profit for the year ended 31 December 20X7. 

2 Yearend inventory adjustments 

 At the end of the year two basic adjustments are required to recognize opening 
and closing inventories in the correct place: 

1. Inventory brought forward from the previous year is assumed to have been 
used to generate assets for sale. It must be removed from inventory assets 
and recognized as an expense in the year 
 
Dr Opening inventory in cost of sales 
Cr  Inventory assets 

 
2. The unused inventory at the end of the year is removed from purchase 

costs and carried forward as an asset into the next year: 
 
Dr Inventory assets 
Cr Closing inventory in cost of sales 

 

 Once these entries have been completed, the cost of sales account contains both 
opening and closing inventory and the inventory ledger account shows the closing 
inventory for the asset remaining at the end of the year. 

 

2.1 Question  
The trading position of a simple cash based business for its first week of trading was as 
follows: 
                                                                                                              $ 
Capital introduced by the owner                                           1,000 
Purchases for cash                                                                       800 
Sales for cash                                                                                900 

At the end of the week there were goods which had cost $300 left in inventory. 
Write up the ledger accounts for the first week and then prepare a vertical statement of 
profit or loss (i.e. sales revenue, costs of sales and gross profit). 
 
Clearly show the closing inventory asset that would be shown on the statement of 
financial position at the end of the first week. You will need to set up two inventory T 
accounts: one for inventory assets and one for inventory within cost of sales. 
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2.2 Question  
The business described in Question No: 2 now continues into its second week. Its 
transactions are as follows: 
                                                                                                          $ 
Sales for cash                                                                            1,000 
Purchases for cash                                                                  1,100 

The goods left in inventory at the end of this second week originally cost $500. 
Write up the ledger accounts and the vertical statement of profit or loss for week two. 
 
Clearly identify the closing inventory asset that would appear on the statement of 
financial position at the end of the second week. 

3 Valuation of inventory 

 Inventory consists of: 
 Goods purchased for resale 
 Consumable stores (such as oil) 
 Raw materials and components (used in the production process) 
 Partly finished goods (usually called work in progress – WIP) 
 Finished goods (which have been manufactured by the business). 

 Inventory is included in the statement of financial position at: lower of  cost and 
NRV. 

3.1 Cost 
 Cost includes all the expenditure incurred in bringing the product or service to its 

present location and condition. 

 This includes: 
 Cost of purchase – material costs, import duties, freight. 
 Cost of conversion – this includes direct costs and production overheads 

(depreciation of productive machinery/buildings is included here – see later 
chapter). 

 Costs which must be excluded from the cost of inventory are: 
 Selling costs 
 Storage costs 
 Abnormal waste of materials, labour or other costs 
 Administrative overheads. 

3.2 Net Realizable Value 
 Net realisable value (also referred to as 'fair value less costs to sell') 

 Net realisable value is the net amount that would be realised after incurring any 
further costs required to make the sale. In effect, it is the fair value of the item, 
less any further costs that must be incurred in order to sell that item. 
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 This may include, for example, further work and costs required in order to make 
items of work in progress into finished goods before they could be sold.  

 When items of inventory are old or obsolete, they are likely to be valued at net 
realisable value, rather than cost, in accordance with the requirements of IAS 2. 

3.3 Question  
Cole’s business sells three products X, Y and Z. The following information was available at 
the yearend: 
                                                                                                           X             Y            Z 
                                                                                                           $             $            $ 
Cost                                                                                                   7            10          19 
Fair value less further costs to sell (NRV)                                   10             8           15 
Units                                                                                              100         200        300 

What was the value of the closing inventory? 

A. $8,400 
B. $6,800 
C. $7,100 
D. $7,200 

3.4 Question  
Storm, an entity, had 500 units of product X at 30 June 20X5. The product had been 
purchased at a cost of $18 per unit and normally sells for $24 per unit. Recently, product 
X started to deteriorate but can still be sold for $24 per unit, provided that some 
rectification work is undertaken at a cost of $3 per unit. 
What was the value of closing inventory at 30 June 20X5? 

3.5 Question 
Hurricane, an entity, had 1,500 units of product Y at 30 June 20X8. The product had been 
purchased at a cost of $30 per unit and normally sells for $40 per unit. Recently, product 
Y started to deteriorate and can now be sold for only $38 per unit, provided that some 
rectification work is undertaken at a cost of $10 per unit. 
What was the value of inventory at 30 June 20X8? 

3.6 Question  
IAS 2 Inventories defines the items that may be included in computing the value of an 
inventory of finished goods manufactured by a business. Which one of the following lists 
consists only of items which may be included in the statement of financial position value 
of such inventories according to IAS 2? 

A. Foreman’s wages, carriage inwards, carriage outwards, raw materials. 
B. Raw materials, carriage inwards, costs of storage of finished goods, plant and 

machinery costs. 
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C. Plant and machinery costs, carriage inwards, raw materials, foreman’s wages. 
D. Carriage outwards, raw materials, foreman’s wages, plant and machinery costs. 

 

4 Methods of calculating the cost of inventory 

 Unit cost: This is the actual cost of purchasing identifiable units of inventory. Only 
used when items of inventory are individually distinguishable and of high value 

 FIFO – first in first out: For costing purposes, the first items of inventory received 
are assumed to be the first ones sold. The cost of closing inventory is the cost of 
the most recent purchases of inventory. 

 AVCO – Average cost: The cost of an item of inventory is calculated by taking the 
average of all inventory held. The average cost can be calculated periodically or 
continuously (Perpetually). 

 
Periodic weighted average cost: 

 With this inventory valuation method, an average cost per unit is calculated based 
upon the cost of opening inventory plus the cost of all purchases made during the 
accounting period.  

 This method of inventory valuation is calculated at the end of an accounting 
period when the total quantity and cost of purchases for the period is known. 

 
Perpetual weighted average cost: 

 With this inventory valuation method, an updated average cost per unit is 
calculated following a purchase of goods.  

 The cost of any subsequent sales is then accounted for at that weighted average 
cost per unit. This procedure is repeated whenever a further purchase of goods is 
made during the accounting period. 

 
Note: When using either of the two methods of weighted average cost to determine 
inventory valuation, it is possible that small rounding differences may arise. They do not 
affect the validity of the approach used and can normally be ignored. 
 
 
Inventory sheet, which also called bin card, each distinct item must have its own 
inventory sheet. 

 Date Column: in the date of purchase or sale transaction should be shown 

 Description Column: it will specify that the figures shown in the purchased or sold 
column, what it is about. 

 Purchased Column: we will record the purchases of goods. It has three sub 
columns. 

 Qty Column: how many units are purchased 



Inventory in the financial statements 41 

 

 U/P Column: shows per unit cost. 
 Amount Column: Total cost of the goods purchased. 

 Sold Column: we will record the cost of goods sold. It has three sub columns. 
 Qty Column: how many units are sold 
 U/P Column: shows per unit cost of goods sold. (Sale price should not be 

taken here). 
 Amount Column: Total cost of the goods sold. 

 Balance Column: it will show how much the remaining balance after purchases 
and sales of goods. 

 Under the FIFO method, each time new balance is found, when sale is 
made and then total balance at the year-end that will be closing inventory. 

 Under perpetual avg method, each time new balance is found, when 
purchase is made and then total at the year-end that will be closing 
inventory. 

4.1 Question 
A business commenced on 1 January and purchases are made as follows: 

Month                          No of units                  Unit price                    Value 
                                                                                   $                                $ 
Jan                                     380                               2.00                           760 
Feb                                    400                               2.50                         1,000 
Mar                                   350                               2.50                            875 
Apr                                    420                               2.75                         1,155 
May                                   430                               3.00                         1,290 
Jun                                     440                               3.25                         1,430 
                                         –––––                                                             ––––– 
                                         2,420                                                               6,510 
                                         –––––                                                              ––––– 

In June, 1,420 articles were sold for $7,000. 
What is the cost of closing inventory and gross profit for the period using the FIFO 
method: 
                                                                    Closing inventory                        Gross profit 
                                                                               $                                                  $ 

A.                                                                2,690                                          3,180 
B.                                                                2,310                                          2,800 
C.                                                                3,077                                          3,567 

4.2 Question  
On 1 July 20X6 an entity, Pinto, had 10 items of inventory at a unit cost of $8.50. Pinto 
then made the following purchases and sales during a six-month period to 31 December 
20X6: 
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Purchases: 
Date                                             Quantity                 Unit cost               Total cost 
                                                                                             $                              $ 
14 Oct X6                                        15                              9.00                    135.00 
22 Nov X6                                       25                              9.20                     230.00 
13 Dec X6                                       20                              9.50                     190.00 
                                                      –––––                                                       –––––– 
                                                         60                                                           555.00 
                                                      –––––                                                       –––––– 
Sales: 
Date                                             Quantity              Unit selling price      Total cost 
                                                                                                $                             $ 
23 Aug X6                                          7                             12.00                      84.00 
20 Oct X6                                         10                             12.25                    122.50 
30 Nov X6                                        15                             12.50                    187.50 
24 Dec X6                                        18                             13.00                     234.00 
                                                       –––––                                                        –––––– 
                                                          50                                                            628.00 
                                                       –––––                                                        –––––– 

Required: 
Based upon the available information, calculate the closing inventory valuation at 31 
December 20X6 using: 

1) Periodic weighted average cost 
2) Perpetual weighted average cost. 
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Chapter Seven 

Noncurrent assets: acquisition and depreciation 
 

1 Noncurrent assets 

Non-current assets are distinguished from current assets because they: 

 Are long-term in nature 

 Are not normally acquired for resale 

 Could be tangible or intangible 

 Are used to generate income directly or indirectly for a business 

 Are not normally liquid assets (i.e. not easily and quickly converted into cash 
without a significant loss in value) 

 

2 Capital and revenue expenditure 

It follows that a business’ expenditure may be classified as one of two types: 
 

2.1 Capital Expenditure 
 Expenditure on the acquisition of non-current assets required for use in the 

business not for resale 
 Expenditure on existing non-current assets with the aim to increase its 

earning capacity 
 Capital expenditure is long term in nature as the business intends to receive 

the benefits from the expenditure over a long period of time. 

2.2 Revenue Expenditure 
 Expenditure on current asset 
 Expenditure relating to running the business 
 Expenditure on maintaining the current capacity of the non-current asset 

(Repairs and maintenance) 
 Revenue expenditure relate to current accounting period and is use to 

generate revenue in the business. 

3 Noncurrent asset registers 

Noncurrent asset registers are, as the name suggests, a record of the noncurrent assets 
held by a business. These form part of the internal control system of an organization. 
Details held on such register may include: 

 Cost 
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 Date of purchase 

 Description of asset 

 Serial/reference number 

 Location of asset 

 Depreciation method 

 Expected useful life 

 Carrying amount 

4 Acquisition of a noncurrent asset 

A noncurrent asset register is maintained in order to control noncurrent assets and keep 
track of what is owned and where it is kept. 
It is periodically reconciled to the noncurrent asset accounts maintained in the general 
ledger. 

 The cost of a noncurrent asset is any amount incurred to acquire the asset and 
bring it into working condition 

 Includes; Capital expenditure such as 
a) Purchase price 
b) Delivery costs 
c) Legal fees 
d) Subsequent expenditure which enhances the asset 
e) Trials and tests 

 Excludes; Revenue expenditure such as: 
a) Repairs 
b) Renewals 
c) Repainting 
d) Administration 
e) General overheads 
f) Training costs 
g) Wastage 

 The correct double entry to record the purchase is: 
Dr Noncurrent Asset X 
Cr Bank/Cash/Payables X 

 A separate cost account should be kept for each category of noncurrent asset, e.g. 
motor vehicles, fixtures and fittings. 

5 Subsequent expenditure 

 Subsequent expenditure on the non-current asset can only be recorded as part of 
the cost (or capitalised), if it enhances the benefits of the asset, i.e. increase the 
revenues capable of being generated by the asset. 

 An example of subsequent expenditure which meets these criteria, and so can be 
capitalised, is an extension to a shop building which provides extra selling space. 
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 An example of subsequent expenditure which does not meet these criteria is 
repair work. Any repair costs must be debited to the statement of profit or loss, 
i.e. expensed. 

5.1 Question  
Acquisition of a noncurrent asset 
Bilbo Baggins started a business providing limousine taxi services on 1 January 20X5. In 
the year to 31 December he incurred the following costs: 

                                                                                                                                             $ 
Office premises                                                                                                                    250,000 
Legal fees associated with purchase of office                                                                   10,000 
Cost of materials and labour to paint office in Bilbo’s favourite colour, purple                300 
Mercedes E series estate cars                                                                                            116,000 
Number plates for cars                                                                                                               210 
Delivery charge for cars                                                                                                              180 
Road licence fee for cars                                                                                                             480 
Drivers’ wages for first year of operation                                                                           60,000 
Blank taxi receipts printed with Bilbo Baggins’ business name and number                     450 
 
What amounts should be capitalised as ‘Land and buildings’ and ‘Motor vehicles’? 

                                        Land and buildings                           Motor vehicles 
A.                                   260,000                                            116,390 
B.                                   250,000                                            116,870 
C.                                   250,300                                            116,390 
D.                                   260,300                                            116,870 

6 Depreciation 

 IAS 16 Property, Plant and Equipment, defines depreciation as ‘the measure of the 
cost or revalued amount of the economic benefits of the tangible noncurrent 
asset that has been consumed during the period’. 

 In simple terms, depreciation spreads the cost of the asset over the period in 
which it will be used. 

 Depreciation matches the cost of using a noncurrent asset to the revenues 
generated by that asset over its useful life. 

 Depreciation must also be matched to the pattern of use of the asset. This must 
be regularly reviewed and may be changed if the method no longer matches the 
usage of the asset. 

 This is achieved by recording a depreciation charge each year, the effect of which 
is twofold (‘the dual effect’): 

 Reduce the statement of financial position value of the noncurrent asset by 
accumulated depreciation to reflect the wearing out. 
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 Record the depreciation charge as an expense in the statement of profit or 
loss to match to the revenue generated by the noncurrent asset. 

 Depreciation may arise from: 
 Use 
 Physical wear and tear 
 Passing of time, e.g. ten-year lease on property 
 Obsolescence through technology and market changes, e.g. plant and 

machinery of specialised nature 
 Depletion, e.g. the extraction of a mineral from a quarry. 

 The purpose of depreciation is not to show the asset at its current value in the 
statement of financial position, nor is it intended to provide fund for the 
replacement of the asset. It is simply a method of allocating the cost of the asset 
over the period estimated to benefit from its use (useful life). 

 Land normally has an unlimited life and so does not require depreciation, but 
building should be depreciated. 

 Depreciation of an asset Begins when it is available for use. 

6.1 Methods of calculating depreciation 

6.1.1 Straight-line method 
 Depreciation charge = (Cost – Residual value)/Useful life 

 Alternatively, it can simply be given as a simple percentage of cost. 

 Residual value: the estimated disposal value of the asset at the end of its useful 
life. 

 Useful life: the estimated number of years during which the business will use the 
asset. 

 The straight line method results in the same charge every year and is used 
wherever the pattern of usage of an asset is consistent throughout its life. 

 Buildings are commonly depreciated using this method because businesses will 
commonly get the same usage out of a building every year. 

 Useful life does not necessarily equal to physical life of the asset. For example, 
many businesses use a three-year useful life for computers. This does not mean 
that a computer can no longer be used after three years; it means that the 
business is likely to replace the computer after three years due to technological 
advancement. 

6.1.2 Reducing balance method 

 Depreciation charge = X % × carrying amount 

 CV: original cost of the noncurrent asset less accumulated depreciation on the 
asset to date. 
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 The reducing balance method results in a constantly reducing depreciation charge 
throughout the life of the asset. This is used to reflect the expectation that the 
asset will be used less and less as it ages.  

 This is a common method of depreciation for vehicles, where it is expected that 
they will provide less service to the business as they age because of the increased 
need to service/repair them as their mileage increases. 

6.2 Assets bought/sold in the period 
 If a noncurrent asset is bought or sold in the period, there are two ways in which 

the depreciation could be accounted for: 
 Provide a full year’s depreciation in the year of acquisition and none in the 

year of disposal 
 No depreciation in the year of acquisition and full year’ depreciation in the 

year of disposal. 
 Monthly or prorate depreciation, based on the exact number of months 

that the asset has been owned. 

6.3 Question  
Karen has been running a successful nursery school ‘Little Monkeys’ since 20X1. She 
bought the following assets as the nursery grew: 

 A new oven for the nursery kitchen at a cost of $2,000 (purchased 1 December 
20X4). 

 A minibus to take the children on trips for $18,000 (purchased 1 June 20X4). 
 
She depreciates the oven at 10% straight line and the minibus at 25% reducing balance. A 
full year’s depreciation is charged in the year of purchase and none in the year of 
disposal. 
What is the total depreciation charge for the year ended 31 October 20X6? 

A. $2,531 
B. $2,700 
C. $4,231 
D. $2,731 

6.4 Question  
The following information relates to Bangers & Smash, a car repair business: 

                                                       Machine 1                                          Machine 2 

Cost                                                 $12,000                                               $8,000 

Purchase date                           1 August 20X5                                1 October 20X6 

Depreciation method      20% straight line pro rata        10% reducing balance pro rata 
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What is the total depreciation charge for the years ended 31 December 20X5 and 20X6? 

                                 20X5                       20X6 
                                   $                               $ 

A.                  2,400                        2,600 
B.                  1,000                        2,600 
C.                  2,400                        3,200 
D.                  1,000                        3,200 

 

6.5 Accounting for depreciation 
Whichever method is used to calculate depreciation; the accounting remains the same: 
Dr Depreciation expense (IS) X 
Cr Accumulated depreciation (SFP) X 

 The depreciation expense account is a profit or loss account and therefore is not 
accumulated. 

 The accumulated depreciation account is a statement of financial position account 
and as the name suggests is accumulated, i.e. reflects all depreciation to date. 

 On the statement of financial position, it is shown as a reduction against the cost 
of noncurrent assets: 
                                                                                            $ 
Cost                                                                                    X 
Accumulated depreciation                                             (X) 
                                                                                         ––– 
CV                                                                                       X 

 

6.6 Question  
Santa runs a large toy shop in Windsor. In the year ended 31 August 20X5, she bought 
the following noncurrent assets: 

 A new cash register for $5,000. This was purchased on 1 December 20X4, in time 
for the Christmas rush, and was to be depreciated at 10% straight line. 

 A new delivery van, purchased on 31 March 20X5, at a cost of $22,000. The van is 
to be depreciated at 15% reducing balance. 

 

Santa charges depreciation on a monthly basis. 

 What is the depreciation charge for the year ended 31st August 20X5? 

 Show the relevant ledger accounts and statement of financial position 
presentation at that date. 
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6.7 Question  
Coco acquired two noncurrent assets for cash on 1 August 20X5 for use in her party 
organizing business: 

 A 25year lease on a shop for $200,000 

 A chocolate fountain for $4,000. 
The fountain is to be depreciated at 25% pa using the reducing balance method. 
A full year of depreciation is charged in the year of acquisition and none in the year of 
disposal. 
Show the ledger account entries for these assets for the years ending 31 October 20X5, 
20X6 and 20X7. 

6.8 Changing estimates 
 Businesses should apply the same rates and methods of depreciation consistently 

throughout the life of their business. However, if they believe that their estimates 
of useful life and/or residual value are inappropriate they are permitted to change 
them with no further recourse. In order to do this you simply work out the new 
depreciation charge of the asset based on the revised estimate of useful life or 
residual value. 

 The change will be adjusted prospectively from the date of change to future 
period. Previous years’ depreciation will not be revised. 

6.9 Question  
Alfie purchased a noncurrent asset for $100,000 on 1 January 20X2 and started 
depreciating it over five years. Residual value was taken as $10,000. 
At 1 January 20X3 a review of asset lives was undertaken and the remaining useful life of 
the asset was estimated at eight years. Residual value was estimated to be nil. 

Calculate the depreciation charge for the year ended 31 December 20X3 and subsequent 
years. 

6.10 Question  
Alberto bought a wood burning oven for his pizza restaurant for $30,000 on 1 January 
20X0. At that time, he believed that the oven’s useful life would be 20 years after which it 
would have no value. 
On 1 January 20X3, Alberto revises his estimations: he now believes that he will use the 
oven in the business for another 12 years after which he will be able to sell it secondhand 
for $1,500. 
What is the depreciation charge for the year ended 31 December 20X3? 

A. $2,000 
B. $2,125 
C. $1,875 
D. $2,375  
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Chapter Eight 

Noncurrent assets: disposal and revaluation 

1 Disposal of noncurrent assets 

 When a tangible noncurrent asset is disposed of there are a number of 
adjustments required to remove the asset and associated accumulated 
depreciation from the statement of financial position and to record a profit or loss 
on the disposal. 

 Profit/loss on disposal 
 Proceeds > CV at disposal date = Profit 
 Proceeds < CV at disposal date = Loss 
 Proceeds = CV at disposal date = Neither profit or loss 

 Note: A disposals Account is required when recording the disposal of a noncurrent 
asset. This is a profit or loss account. 

1.1 Disposal for cash consideration 
This is a three step process: 

1) Remove the original cost of the noncurrent asset from the ‘noncurrent asset’ 
account. 
Dr Disposals account 
Cr NC assets cost account 

2) Remove accumulated depreciation on the noncurrent asset from the 
‘accumulated depreciation’ account. 
Dr Accumulated depreciation account 
Cr Disposals account 

3) Record the proceeds. 
Dr Cash account 
Cr Disposals account 

The balance on the disposals Taccount is the profit or loss on disposal: 
 
                                                                          Disposal 
 
Original cost                                            X                  Accumulated depreciation                   X 
                                                                                        Proceeds                                                 X 
Profit on disposal                                   ß                  Loss on disposal                                    ß 
                                                               –––                                                                              ––– 
                                                                   X                                                                                    X 
                                                                 –––                                                                                ––– 
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The profit or loss on disposal can also be calculated as proceeds less CV of asset at 
disposal. 

1.1.1 Question 

Percy Throwerp runs a landscape gardening business. On 1 February 20X2, he purchased 
a sit-on lawnmower costing $3,000. He depreciates it at 10% straight line on a monthly 
basis. A few years later he decides to replace it with one which has an enclosed cabin for 
when it rains. He sells the lawnmower to an old friend, Alan Titchmuck, for $2,000 on 31 
July 20X5. 
 
How much is charged to Percy’s statement of profit or loss in respect of the asset for the 
year ended 31 December 20X5? 

1.2 Disposal through a part exchange agreement (PEA) 
 A part exchange agreement arises where an old asset is provided in part payment 

for a new one, the balance of the new asset being paid in cash. The procedure to 
record the transaction is very similar to the three step process seen for a cash 
disposal. 

 The first two steps are identical; However, steps 3 and 4 are as follows: 

3. Record the part exchange allowance (PEA) as proceeds. 

Dr NC assets cost account (= part of cost of new asset) 

Cr Disposals account (= sale proceeds of old asset) 

 

4. Record the cash paid for the new asset. 

Dr NC assets cost account 

Cr Cash account 

 Again, the balance on the disposals Taccount is the profit or loss on disposal: 
 
                                                                    Disposal 
 
Original cost                                    X                           Accumulated depreciation          X 
                                                                                      Proceeds                                          X 
Profit on disposal                            ß                           Loss on disposal                            ß 
                                                         –––                                                                               ––– 
                                                           X                                                                                    X 
                                                        –––                                                                             ––– 

1.2.1 Question  

Bindi Bobbin runs a business altering and repairing clothes. When she started business on 
1 January 20X2, she bought a Soopastitch II sewing machine for $2,500. She depreciates 
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sewing machines using the straight-line method at a rate of 20% pa, and she charges a 
full year of depreciation in the year of acquisition and none in the year of disposal. The 
business has now grown such that she needs a faster machine, and she will upgrade to 
the Soopastitch V during December 20X5. The Soopastitch salesman has offered her a 
part exchange deal as follows: Part exchange allowance for Soopastitch II $750 Balance to 
be paid in cash for Soopastitch V $4,850 Show the ledger entries for the year ended 31 
December 20X5 to reflect this transaction. 

2 Revaluation of non-current assets 

 Some noncurrent assets, such as land and buildings may rise in value over time. 
Companies (rather than sole traders and partnerships) may choose to reflect the 
current value of the asset in their statement of financial position. This is known as 
revaluing the asset. 

 The difference between the CV of the asset and the revalued amount (normally a 
gain) is recorded in a revaluation surplus account in the equity or capital section of 
the statement of financial position. This will be covered later in the text. 

 This gain is not recorded in the statement of profit or loss because it is unrealized. 
Think about owning a house; The value of the house may appreciate in value over 
time. You can't go out and spend that increase in value on a new car though 
because it is not a real gain to you; it only becomes real when you sell the house 
and receive the benefit from that sale. 

 Until that point it is a hypothetical gain (i.e. how much you would gain if you sold it 
at that point in time). Don't forget, the house could fall in value again by the time 
you sell it leaving you to find other ways to fund that car you just agreed to buy! 

 As this increase in value represents an unrealized gain we cannot record it as part 
of the profit earned during the year. IAS 1 requires that revaluation gains are 
disclosed separately from profit in 'other comprehensive income'. (This is covered 
in a later chapter.) 

2.1 In summary 
 Revaluation surplus = Revalued amount – CV 

 For a non-depreciated asset: 
Dr Noncurrent asset revaluation surplus 
Cr Revaluation surplus revaluation surplus 

 Note that the revaluation surplus within equity is an accumulated revaluation 
surplus. The amount recognised within other comprehensive income is the 
revaluation surplus accounted for in that year. 

 For a depreciated asset: 

Dr Accumulated depreciation                      Depreciation to date 

Dr Noncurrent asset – cost                           ß 

Cr Revaluation surplus                                   revaluation gain 
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The revaluation gain for the year is disclosed on the face of the statement of profit or loss 
and other comprehensive income as an item of 'other comprehensive income'. This 
amount is added to any earlier revaluation from a previous accounting period to arrive at 
a cumulative revaluation surplus in the statement of changes in equity (SOCIE) and 
statement of financial position. 

2.2 Question  
Max owns a fish finger factory. The premises were purchased on 1 January 20X1 for 
$450,000 and depreciation charged at 2% pa on a straight line basis. 
Max now wishes to revalue the factory premises to $800,000 on 1 January 20X7 to reflect 
the market value. 
What is the balance on the revaluation surplus after accounting for this transaction? 

A. $350,000 
B. $395,000 
C. $404,000 
D. $413,000 

 

3 Depreciation and disposal of a revalued asset 

3.1 Depreciation of a revalued asset 
 When a noncurrent asset has been revalued, the charge for depreciation should 

be based on the revalued amount and the remaining useful life of the asset. 

 This charge will be higher than depreciation prior to the revaluation and will be 
charged to profit or loss as normal. 

 The excess of the new annual depreciation charge over the old depreciation 
charge may be the subject of an annual transfer from revaluation surplus to 
retained earnings (within the equity section of the statement of financial position) 
as follows: 
Dr Revaluation Surplus X 
Cr Retained Earnings X 

 IAS 16 states that the annual transfer of excess depreciation is an optional policy 
decided upon by each company that revalues its noncurrent assets. If the policy is 
adopted, then the transfer should be made every year. It is not permitted to make 
the transfer in some years and not others. 

3.2 Disposal of a revalued asset 
 The disposal of a revalued asset is recorded as normal, with the asset and 

accumulated depreciation accounts cleared to a disposal account so that a gain or 
loss on disposal can be calculated. However, with a revalued asset, there is an 
additional step required to clear any balance on the revaluation surplus account. 
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This is achieved by taking the balance on the revaluation surplus account and 
transferring it to retained earnings which contains only realised gains and losses.  

 If the company no longer owns the asset because it has been disposed of, it is 
inappropriate to maintain a revaluation surplus account for that asset. Any 
balance on revaluation surplus at the disposal date has now been realised and 
should be transferred to retained earnings. 

 The double entry within equity is as follows: 
Dr Revaluation surplus 
Cr Retained earnings 

 Retained earnings are the sum total of all the profits and losses earned to date 
and is included within equity on the statement of financial position. 

3.3 Question  
Tiger Trees owns and runs a golf club. Some years ago the company purchased land next 
to the existing course with the intention of creating a smaller nine - hole course. The cost 
of the land was $260,000. Over time the company had the land revalued to $600,000. It 
has now decided that building the new course is uneconomical and has sold the land for 
$695,000. 
What accounting entries are required to reflect the disposal? 
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Chapter Nine 

Intangible noncurrent assets 

1 Intangible noncurrent assets (IAS 38) 

 Noncurrent assets are assets used within the business on an ongoing basis in 
order to generate revenue. 

 IAS 38 defines an intangible asset as 'an identifiable nonmonetary asset without 
physical substance'. In particular, the key characteristics of an intangible 
noncurrent asset are as follows: 

 It is a resource controlled by the entity from which the entity expects to 
derive future economic benefits, 

 It lacks physical substance, and 
 It is identifiable and separately distinguishable from goodwill. 

 The basic principle of recognition of an intangible asset in the financial statements 
is that: 

 It should meet the definition of an intangible asset, 
 The cost of the asset can be reliably measured, and 
 That it is probable that future economic benefits will be received by the 

entity from the asset. 

 Examples of intangible assets include the following: 

 Licences 

 Patents 

 Brands 

 Trademarks 

 Copyrights 

 Franchises. 

1.1 Question  
Willis Ltd purchased a patent, with a useful life of ten years for $20,000 on 1 January 
20X9. 
Prepare extracts of the financial statements for the year ended 31 December 20X9? 

2 Research and development 

 IAS 38 contains specific requirements relating to accounting for research and 
development activities. First, it is necessary to understand the definition of 
research expenditure and development costs before their respective accounting 
treatment is considered. 
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 Research can be defined as original and planned investigation undertaken with the 
prospect of gaining new scientific or technical knowledge and understanding. 

 Development can be defined as the application of research findings or other 
knowledge to a plan or design for the production of new or substantially improved 
materials, devices, products, processes, systems or services before the start of 
commercial production or use. 

2.1 Accounting treatment of research and development 
 When a company undertakes research and development activity, expenditure is 

incurred with the intention of producing future economic benefits i.e. increased 
sales revenues and profits. 

 The accounting issue is therefore whether these costs should be expensed to the 
statement of profit or loss or capitalized as an intangible asset on the statement of 
financial position to match against future benefits arising. 

2.2 Research 
 All research expenditure should be written off to the statement of profit or loss as 

it is incurred. This is in compliance with the prudence concept. 

 Research expenditure does not directly lead to future benefits and therefore it is 
not possible to follow the matching concept. 

 Any capital expenditure on research equipment (property, plant and equipment) 
should be capitalized and depreciated as normal in accordance with IAS 16. 

2.3 Development costs 
 IAS 38 requires that development costs must be capitalized as an intangible asset 

provided that all of the following criteria are met: 
 Technical feasibility to complete the intangible asset, so that it is available 

for sale or for use 
 Intention to complete and use or sell the intangible asset 
 Ability to use or sell the intangible asset 
 Existence of a market to sell either the asset itself or its output, or the 

usefulness of the asset can be demonstrated if it is to be used by the 
business 

 Adequate technical, financial and other resources to complete the project 
so that the intangible asset can be subsequently used or sold 

 Ability to reliably measure the expenditure incurred during the 
development of the intangible asset. 

 If the above criteria are not met, development expenditure must be written off to 
the statement of profit or loss as it is incurred. 

 If research expenditure has been treated as an expense, it cannot subsequently be 
reinstated as an asset. 
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2.4 Subsequent treatment of capitalized development expenditure 
 The asset should be amortized over the period that is expected to benefit. This 

ensures that costs are matched to the revenue in the statement of profit or loss. 

 Amortization should commence with commercial production and charged over the 
period over which the business expects to generate economic benefits. 

 Each project should be reviewed at the year end to ensure that the ‘SECTOR’ 
criteria are still met. If they are no longer met, the previously capitalized 
expenditure must be written off to the statement of profit or loss immediately. 

 If a policy of capitalization is adopted, it should be applied to all projects that meet 
the criteria. 

2.5 Question  
Bright spark Ltd is developing a new product, the widget. This is expected to be sold over 
a three year period starting in 20X6. The forecast data is as follows: 
                                                                        20X5        20X6        20X7        20X8 
                                                                        $000        $000        $000        $000 
Net revenue from other activities         400           500          450          400 
Net revenue from widgets                          –             450          600          400 
Development costs                                  (900)            –              –                – 
 
Show how the development costs should be treated if: 

a) The costs do not qualify for capitalization 
b) The costs do qualify for capitalization and are amortized on a straight line basis. 

2.6 Question  
Which of the following should be classified as development? 

1) Braynee Ltd has spent $300,000 investigating whether a particular substance, 
flubber, found in the Amazon rainforest is resistant to heat. 

2) Cleverclogs Ltd has incurred $120,000 expenses in the course of making a new 
waterproof and windproof material with the idea that it may be used for skiwear. 

3) Ayplus Ltd has found that a chemical compound, known as XYX, is not harmful to 
the human body. 

4) Braynee Ltd has incurred a further $450,000 using flubber in creating prototypes 
of a new heat resistant suit for stuntmen. 

 
A. All of them 
B. 1 and 3 
C. 2 and 4 
D. 2 only 
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2.7 Question  
This year, Deep Blue Sea Ltd has developed a new material from which the next 
generation of wetsuits will be made. This special material will ensure that swimmers are 
kept warmer than ever. The costs incurred meet the capitalisation criteria and by the 31 
December 20X5 year-end $250,000 has been capitalised. The wetsuits are expected to 
generate revenue for five years from the date that commercial production commences 
on 1 January 20X6. 
What amount is charged to the statement of profit or loss in the year ended 31 
December 20X6? 

A. Nil 
B. $250,000 
C. $100,000 
D. $50,000 

3 Measurement of intangible assets 

3.1 Initial recognition and measurement: Initial recognition of an intangible asset is 
always at cost. 
 

3.2 Subsequent measurement 
 IAS 38 does permit the revaluation model to be applied for subsequent 

measurement of intangible assets.  

 However, for this to apply, the intangible assets must be traded on an active 
market which effectively requires the intangible assets to be homogeneous (i.e. 
identical) in nature. This is very rarely the case and therefore, to all intents and 
purposes, intangible assets are accounted for using the cost model.  

 In practical terms, capitalised development costs would not meet the criteria for 
the revaluation model to apply and the cost model should always be applied. 

 In rare situations where the valuation model can be applied, in a similar way to IAS 
16 dealing with revaluation of property, plant and equipment, any upward 
revaluation is recorded as an item of other comprehensive income for the year 
and taken to a separate revaluation surplus for intangible assets within equity on 
the statement of financial position. 
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Chapter Ten 

Accruals and prepayments 

1 Accruals basis of accounting 

 The accruals basis of accounting means that to calculate the profit for the period, 
we must include all the income and expenditure relating to the period, whether or 
not the cash has been received or paid or an invoice received. 

 Profit is therefore: 
Incomes earned                                                            X 
Expenditures incurred                                                (X) 
                                                                                     ––– 
Profit                                                                              X 

2 Accrued expenditure 

 An accrual arises where expenses of the business, relating to the year, have not 
been paid by the year end. 

 In this case, it is necessary to record the extra expense relevant to the year and 
create a corresponding statement of financial position liability (called an accrual): 
Dr Expense Account X 
Cr Accrual X 

 Accrued expenditure will reduce profit in the statement of profit or loss and will 
also create a current liability on the Statement of financial position. 

 For example, if we were to put through an accrual of $500 for telephone 
expenses. The double entry would be: 
Dr Telephone expenses $500 
Cr Accruals $500 
The additional telephone expense would reduce profits by $500. The additional 
accrual would increase current liabilities by $500. 

2.1 Question  
A business’ electricity charges amount to $12,000 pa. In the year to 31 December 20X5, 
$9,000 has been paid. The electricity for the final quarter is paid in January 20X6. 
What yearend accrual is required and what is the electricity expense for the year? 
Show the relevant entries in the ledger accounts. 

2.2 Question  
John Simnel’s business has an accounting year end of 31 December 20X1. He rents 
factory space at a rental cost of $5,000 per quarter, payable in arrears. During the year to 
31 December 20X1 his cash payments of rent have been as follows: 
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 31 March (for the quarter to 31 March 20X1) $5,000 

 29 June (for the quarter to 30 June 20X1) $5,000 

 2 October (for the quarter to 30 September 20X1) $5,000 
The final payment due on 31 December 20X1 for the quarter to that date was not paid 
until 4 January 20X2. 
Show the ledger accounts required to record the above transactions. 

3 Prepaid expenditure 

 A prepayment arises where some of the following year’s expenses have been paid 
in the current year. 

 In this case, it is necessary to remove that part of the expense which is not 
relevant to this year and create a corresponding statement of financial position 
asset (called a prepayment): 
Dr Prepayment X 
Cr Expense Account X 

 Prepaid expenditure increases profit on the Statement of profit or loss and also 
creates a current asset to be included on the Statement of financial position. 

 For example, if we were to put a prepayment of $1,000 in our financial statements 
for insurance, the double entry would be: 
Dr Prepayments $1,000 
Cr Insurance expense $1,000 
The prepayments side would increase our current assets by the $1,000. The 
insurance expense would decrease by the $1,000, and hence increase our overall 
profits. 

3.1 Question  
The annual insurance charge for a business is $24,000 pa. $30,000 was paid on 1 January 
20X5 in respect of future insurance charges. For the year ended 31 December 20X5 what 
is the closing prepayment and the insurance expense for the year? Show the relevant 
entries in the ledger accounts. 

3.2 Question  
Tubby Wadlow pays the rental expense on his market stall in advance. He starts business 
on 1 January 20X5 and on that date pays $1,200 in respect of the first quarter’s rent. 
During his first year of trade he also pays the following amounts: 

 3 March (in respect of the quarter ended 30 June) $1,200 

 14 June (in respect of the quarter ended 30 September) $1,200 

 25 September (in respect of the quarter $1,400 ended 31 December) 

 13 December (in respect of the first quarter of 20X6) $1,400 
Show these transactions in the rental expense account. 
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3.3 Question  
On 1 January 20X5, Willy Mossop owed $2,000 in respect of the previous year’s 
electricity. Willy made the following payments during the year ended 31 December 20X5: 

 6 February $2,800 

 8 May $3,000 

 5 August $2,750 

 10 November $3,100 
At 31 December 20X5, Willy calculated that he owed $1,800 in respect of electricity for 
the last part of the year. 
What is the electricity charge to the statement of profit or loss? 

A. $1,800 
B. $11,450 
C. $11,650 
D. $13,450 

4 Accrued income 

 Accrued income arises where income has been earned in the accounting period 
but has not yet been received. 

 In this case, it is necessary to record the extra income in the statement of profit or 
loss and create a corresponding asset in the statement of financial position (called 
accrued income): 
Dr Accrued income (SFP) X 
Cr Income (P/L) X 

 Accrued income creates an additional current asset on our Statement of financial 
position. It also creates additional income on our Statement of profit or loss, and 
hence this will increase overall profits. 

4.1 Question  
A business earns bank interest income of $300 per month. $3,000 bank interest income 
has been received in the year to 31 December 20X5. What is the yearend asset and what 
is the bank interest income for the year? 
Show the relevant entries in the ledger accounts. 

5 Prepaid income 

 Prepaid income arises where income has been received in the accounting period 
but which relates to the next accounting period. 

 In this case, it is necessary to remove the income not relating to the year from the 
statement of profit or loss and create a corresponding liability in the statement of 
financial position (called prepaid income): 
Dr Income (P/L) X 
Cr Prepaid Income (SFP) X 
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 Prepaid income reduces income on the Statement of profit or loss and hence 
reduces overall profits too. It also creates a current liability on our Statement of 
financial position. 

 

5.1 Question  
A business rents out a property at an income of $4,000 per month. $64,000 has been 
received in the year ended 31 December 20X5. What is the yearend liability and what is 
the rental income for the year? 
Show the relevant entries in the ledger accounts. 
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Chapter Eleventh 

Receivables 

1 Cash and credit sales 

 If a sale is for cash, the customer pays for the goods/services at the point of sale. 
The double entry for a cash sale is: 
Dr Cash 
Cr Sales revenue 

 If the sale is on credit terms the customer will pay for the goods/services after 
receiving them. Typically trading terms allow customers 30 - 60 days when 
purchasing goods and services on credit. 

 Under the accruals concept, the sale is recorded in the ledger accounts when the 
right to the income is earned. That is usually the point at which the goods/services 
are delivered. Therefore, when sales are made on credit the revenue is recorded 
with a corresponding asset that represents the customer's commitment to pay. 
The asset is referred to as a 'receivable.' The double entry is recorded as follows: 
Dr Receivables 
Cr Sales revenue 
When the customer eventually settles the debt the double entry will be: 
Dr Cash account 
Cr Receivables 
This then clears out the balance on the customer’s account. 

2 Aged receivables analysis 

Where credit facilities are offered, it is normal for a business to maintain an aged 
receivables analysis. 

 Analysis is usually a list, ordered by name, showing how much each customer 
owes and how old their debts are. 

 The credit control function of a business uses the analysis to keep track of 
outstanding debts and follow up any that are overdue. 

 Timely collection of debts improves cash flow and reduces the risk of them 
becoming irrecoverable. 

3 Credit limits 

It is also normal for a business to set a credit limit for each customer. This is the 
maximum amount of credit that the business is willing to provide. The use of credit limits 
may: 

 Reduce risk to business of irrecoverable debts by limiting the amount sold on 
credit 
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 Help build up the trust of a new customer 

 Be part of the credit control strategy of a business. 

4 Irrecoverable debts and allowances 

 The accruals concept dictates that when a sale is made, it is recognized in the 
accounts, regardless of whether or not the cash has been received. Occasionally 
customers either refuse to or cannot settle their outstanding debts. Not only does 
this lead to a loss of cash income for a business it also means that they have an 
asset on their statement of financial position that they are unlikely to be able to 
collect. 

 If it is highly unlikely that the amount owed by a customer will be received, then 
this debt is known as an irrecoverable debt. These are 'written' off by removing 
them from the ledger accounts completely. This course of action would be 
necessary if a customer was in formal liquidation proceedings and it was known 
that the outstanding debt will not be recovered. 

 If there is concern over whether a customer will pay but there is still hope that the 
amount (or at least some of it) can be recovered an 'allowance' is created. Unlike 
an irrecoverable debt, these items are left in the receivables ledger but a separate 
and opposite account (receivables are debits, the allowance is a credit) is set up 
that temporarily offsets the asset. If the balance is eventually paid the allowance 
can be easily removed. This course of action would be necessary if a customer was 
having cash flow difficulties but still felt they would be able to pay if given a little 
time. 

5 Accounting for irrecoverable debts 

 An irrecoverable debt is a debt which is, or is considered to be, uncollectable. 

 With such debts it is prudent to remove them from the accounts and to charge 
the amount as an expense for irrecoverable debts to the statement of profit or 
loss. The original sale remains in the accounts as this did actually take place. 

 The double entry required to achieve this is: 
Dr Irrecoverable debts expense 
Cr Receivables 

5.1 Question  
Araf & Co have total accounts receivable at the end of their accounting period of 
$45,000. Of these it is discovered that one, Mr Xiun who owes $790, has been declared 
bankrupt, and another who gave his name as Mr Jones has totally disappeared owing 
Araf & Co $1,240. 
Calculate the effect in the financial statements of writing off these debts as irrecoverable. 
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5.2 Accounting for irrecoverable debts recovered 

 There is a possible situation where a debt is written off as irrecoverable in one 
accounting period, perhaps because the customer has been declared bankrupt, 
and the money, or part of the money, due is then unexpectedly received in a 
subsequent accounting period. 

 When a debt is written off the double entry is: 
Dr Irrecoverable debts expense 
Cr Receivables (removing the debt from the accounts) 

 When cash is received from a customer the normal double entry is: 
Dr Cash 
Cr Receivables 

 When an irrecoverable debt is recovered, the credit entry (above) cannot be taken 
to receivables as the debt has already been taken out of the receivables balance. 
Instead the accounting entry is: 
Dr Cash 
Cr Irrecoverable debts expense 

 Some businesses may wish to keep a separate ‘irrecoverable debts recovered’ 
account to separate the actual cost of irrecoverable debts in the period. 
 

5.3 Question  
Celia Jones had receivables of $3,655 at 31 December 20X7. At that date she wrote off a 
debt from Lenny Smith of $699. During the year to 31 December 20X8 Celia made credit 
sales of $17,832 and received cash from her customers totalling $16,936. She also 
received the $699 from Lenny Smith that had already been written off in 20X7. 
What is the final balance on the receivables account at 31 December 20X7 and 20X8? 
 
                                                               20X7        20X8 
                                                                  $               $ 

A.                                                 2,956        3,852 
B.                                                 2,956        3,153 
C.                                                 3,655        4,551 
D.                                                 3,655        3,852 

 

6 Allowance for receivables 

 There may be some debts in the accounts where there is some cause for concern 
but they are not yet definitely irrecoverable. 

 It is prudent to recognise the possible expense of not collecting the debt in the 
statement of profit or loss, but the receivable must remain in the accounts in case 
the customer does, in fact, settle the amount outstanding. 
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 An allowance is set up which is a credit balance. This is netted off against trade 
receivables in the statement of financial position to give a net figure for 
receivables that are probably recoverable. 

 The allowance should consist only of specific amounts where, for example, the 
customer is known to be in financial difficulty, or is disputing the invoice, or 
payment is already overdue, or is refusing to pay for some other reason (e.g. a 
faulty product), and therefore the amount owing may not be recovered. 
Therefore, an allowance can only be established where there is some objective 
evidence that a particular receivable may not be recovered in part or in full. 

6.1 Accounting for the allowance for receivables 

 An allowance for receivables is set up with the following journal: 
Dr Irrecoverable debts expense 
Cr Allowance for receivables 

 If there is already an allowance for receivables in the accounts (opening 
allowance), only the movement in the allowance is charged to the statement of 
profit or loss (closing allowance less opening allowance). 

 As the allowance can increase or decrease, there may be a debit or a credit in the 
irrecoverable debts account so the above journal may be reversed. 

 When calculating and accounting for a movement in the allowance for receivables, 
the following steps should be taken: 

 Write off irrecoverable debts. 
 Calculate the receivables balance as adjusted for the write offs. 
 Ascertain the allowance for receivables required. 
 Compare to the brought forward allowance. 
 Account for the change in allowance to determine the expense or credit to 

the statement of profit or loss 
 In the financial statements, deduct the closing allowance for receivables 

from the receivables balance. 

6.2 Question  
On 31 December 20X1 Jake Williams had receivables of $10,000. At that date, Jake 
estimated that there was evidence that amounts totalling $300 may not be recovered as 
those receivables were already overdue and he therefore wanted to make a specific 
allowance for this amount. 
 
During 20X2, Jake made sales on credit totalling $100,000 and received cash from his 
customers of $94,000. At 31 December 20X2, Jake now considered that there was doubt 
regarding the recoverability of amounts totalling $700 which were overdue and which 
may not be recovered. The allowance for receivables should therefore be increased from 
$300 to $700. 
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During 20X3 Jake made sales of $95,000 and collected $96,000 from his receivables. At 
31 December 20X3 Jake now considered that amounts totalling only $600 required an 
allowance for being overdue at that date. The allowance for receivables should therefore 
be adjusted from $700 to $600. 
Calculate the allowance for receivables and the irrecoverable debt expense as well as the 
closing balance of receivables for each of the years 20X1, 20X2, 20X3. 

6.3 Question  
John Stamp has opening balances at 1 January 20X6 on his trade receivables account and 
allowance for receivables account of $68,000 and $3,400 respectively. During the year to 
31 December 20X6 John Stamp made credit sales of $354,000 and collected cash from 
his receivables of $340,000. At 31 December 20X6 John Stamp reviewed his receivables 
listing and acknowledged that he is unlikely ever to receive debts totalling $2,000. These 
are to be written off as irrecoverable. In addition, at that date he estimated that amounts 
totalling $4,000 were overdue and that an allowance for receivables was required to 
cover these amounts. 
What is the amount charged to John’s statement of profit or loss for irrecoverable debt 
expense in the year ended 31 December 20X6? 
 

A. $2,700 
B. $6,100 
C. $2,600 
D. $6,000 
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Chapter Twelve 

Payables, provisions and contingent liabilities 

1 Categorization of liabilities 

 Liabilities are the claims on business by outsider. It can be classified into current 
and non-current. 

 Current Liabilities: those liabilities which are payable within 12 months.  

 Non-current Liabilities: those liabilities which are payable in a period of more than 
12 months. 

 It is important to consider the timing of settlement of a liability so that you can 
ensure you allocate it to the correct category of the statement of financial 
position. This can be significant to many multiple choice style questions, so take 
care when making adjustments for liabilities. Typically trade payables (liabilities for 
goods and services purchased), overdrafts and accruals are the main forms of 
current liability.  

 Loans are the main form of noncurrent liabilities. 

 Remember that a liability is defined as an obligation to transfer economic benefits 
as a result of a past transaction or event. The obligation must be capable of being 
reliably measured.  

 The obligation may be a legal obligation or a constructive obligation. A 
constructive obligation may be established by a company having established or 
published policies and practices which creates a valid expectation on the part of 
others that the company will act in a certain way. 

 A good example of a constructive obligation is a retail store which allows 
customers to return unwanted goods, a policy which is in excess of the minimum 
legal obligations to only accept goods which are returned because they are faulty 
or defective in some way. 

2 Cash and credit purchases 

 If a purchase is for cash, the business pays for the goods/services at the point of 
sale. The double entry for a cash purchase is: 
Dr Purchases/expenses 
Cr Cash 

 If the purchase is on credit terms the business will pay for the goods/services after 
receiving them. Typically trading terms allow 30 60 days to settle outstanding 
debts when purchasing goods and services on credit. 

 Under the accruals concept, the purchase is recorded in the ledger accounts when 
the expense has been incurred. That is usually the point at which the 
goods/services are received/rendered. Therefore, when purchases are made on 
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credit the cost is recorded with a corresponding liability that represents the 
obligation to pay the supplier of the goods/services. The liability is referred to as a 
'payable.' The double entry is recorded as follows: 
Dr Purchases/expenses 
Cr Payables 

 When the payable liability is actually paid the double entry to reflect this is: 
Dr Payables 
Cr Cash 

3 Provisions 

 A provision can be defined as a liability of uncertain timing or amount. 

 For example, a company may face a legal action for a breach of health and safety 
law. The likely repercussion is that it may be fined if the court judgement is made 
against them. The timing and severity of the fine will be decided by a court at 
some future date. 

 The key question is: should the company reflect this information in its financial 
statements? 

 If we assume that the potential fine could be significant (it could even lead to the 
closure of the business) should the potential consequences be disclosed to the 
shareholders in some way? As owners of the business, they are entitled to know 
about this potentially significant issue that could damage the profits and 
reputation of the business and, therefore, the financial value of their investment 
in the company. 

3.1 Accounting for a provision 

 The first potential course of action management can take is to recognise a 
provision in the accounts. This is done by estimating the potential cost of the 
uncertain event and recognizing it immediately. As the amount would be settled 
at a future date, a corresponding liability is recorded, as follows: 
Dr Expenses 
Cr Provision 

 The provision will need to be classified as either a current or noncurrent liability as 
be fits the situation. 

3.2 Criteria for recognizing a provision 

 Given the uncertainty relating to provisions there is significant scope for 
accounting error, or even deliberate manipulation of provisions to alter profits. 

 To reduce this risk IAS 37 Provisions, Contingent Liabilities and Contingent Assets 
provides three criteria that must be met before a provision can be recognised in 
the financial statements: 
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 There must be a present obligation (legal or constructive) that exists as the 
result of a past event. 

 There must be a probable transfer of economic benefits. 
 There must be a reliable estimate of the potential cost. 

3.3 Question  
The criteria referred to above mean that a provision can only be recorded in an 
accounting period if recognition of a liability has been triggered at the yearend. For 
example: Smith Ltd's year end is 31 December 20X7. In November 20X7 they dismiss an 
employee. In February 20X8 a customer slips whilst on their premises and breaks her 
arm. In March 20X8 both the employee and the injured customer sue Smith Ltd; The 
former for unfair dismissal and the latter for compensation for injuries suffered on 
Smith's premises. 
Should an obligation be recognised at 31 December 20X7 for either of these lawsuits? 

4 Contingent liabilities and contingent assets 

 A contingent liability is defined as: 
 a possible obligation that arises from past events; or 
 a probable obligation that arises from past events but the amount of the 

obligation cannot be measured with sufficient reliability. 

 When a provision is not recognised in the financial statements because it does not 
meet the criteria specified in IAS 37, it may still need to be disclosed as a 
contingent liability in the financial statements. 

 Examples of contingent liabilities include outstanding litigation where the 
potential costs cannot be estimated with any degree of reliability or when the 
likelihood of losing the litigation is only deemed possible (rather than probable). 

 A contingent asset is defined as a possible asset that arises from past events and 
whose existence will be confirmed only by the occurrence or nonoccurrence of 
one or more uncertain future events not wholly within the control of the 
enterprise. 

 An example of a contingent asset is when a business claims compensation from 
another party and the outcome of the claim is uncertain at the reporting date. 

4.1 Accounting for contingent liabilities and contingent assets 
The requirements of IAS 37 regarding contingent liabilities and contingent assets are 
summarised in the following table: 
 
Probability of occurrence                         Contingent liabilities                  Contingent assets 
Virtually certain                                                  Recognise                                     Recognise 
Probable                                                               Recognise                            Disclose in Notes 
Possible                                                            Disclose in Notes                               Ignore 
Remote                                                                    Ignore                                            Ignore 



Payables, provisions and contingent liabilities 71 

 

Note that the reporting standard gives no guidance regarding the meaning of the terms 
in the left-hand column. One possible interpretation is as follows: 

 Virtually certain > 95%  

 Probable 51% – 95% 

 Possible 5% – 50% 

 Remote < 5% 

4.2 Question  
A retail store has a policy of refunding purchases by dissatisfied customers, (e.g. when 
goods have been purchased and the customer decides that they are the wrong size, 
colour or style) even though it is under no legal obligation to do so. Its policy of making 
refunds is publicised in the store and in advertisements. The retail store has a year-end 
date of 31 December 20X6. 
Should a provision be recognised in the financial statements for the year ended 31 
December 20X6 for goods sold before the yearend which may be returned during 20X7? 

4.3 Question  
The draft financial statements of Madras, a limited liability company, for the year ended 
31 December 20X6 are currently under review. The following points have been raised: 

1) An ex-employee has started an action against Madras for wrongful dismissal. The 
company’s legal team has stated that the ex-employee is not likely to succeed. The 
following estimates have been given by the lawyers relating to the case: 

a) Legal costs (to be incurred whether the claim is successful or not) $5,000 
b) Settlement of claim if successful $15,000 

Currently no provision has been made by Madras in the financial statements. 
2) Madras has a policy of refunding the cost of any goods returned by dissatisfied 

customers, even though it is under no legal obligation to do so. This policy of 
making refunds is generally known. At the year end, Madras reliably estimated 
that returns totalling $4,800 will be made after the yearend. 

3) A customer has made a claim against Madras for injury suffered following the 
purchase and use of a defective product. Legal advisers have confirmed that 
Madras will probably have to pay financial compensation of $100,000 to the 
customer. In turn, Madras has made a counterclaim against the supplier of the 
defective product for $100,000 and believes it is probable that its claim against 
the supplier will be successful. 

State with reasons what adjustments, if any, should be made by Madras in the financial 
statements. 
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5 Movement in provisions 

 Provisions should be reviewed at each statement of financial position date and 
adjusted to reflect the current best estimate. 

 Increase in provision:  
Dr Relevant expense account 
Cr Provision 

 Decrease in provision:  
Dr Provision 
Cr Relevant expense account 
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Chapter Thirteen 

Capital structure and finance costs 

1 The capital structure of a limited liability company 

 All companies have to be financed, regardless of the type of company that they 
are. Without financing of any sort the business would not be able to begin trading; 
they would not be able to purchase raw materials, recruit staff, advertise 
products, or even put fuel in their vehicles. 

 Finance is provided by the capital invested in the business. 

 Capital is something that on its own has little or no use but can be employed in the 
generation of wealth. 

 Money is a form of financial capital; There is not an awful lot you can do with 
physical currency (except perhaps admire its shiny appearance or burn it if it is the 
paper sort) but it can be used in exchange for goods and services which can be put 
to good use. Most businesses will exchange money for raw materials, machinery, 
property, energy and labour, amongst other things. These can be used to create 
goods and services that can be sold to generate wealth for the business and its 
owners. 

 There are a number of ways that a business can attract financial capital but each 
has its own characteristics and consequences. In general, all forms of finance can 
be loosely categorised into two distinct groups: 

 Debt, which requires some form of mandatory transfer of economic benefit 
to the provider of the finance, or 

 Equity, which gives the provider of the finance the rights to share in the 
residual assets of the business when it ceases to trade. 

 Most forms of finance are simple to categorise but some forms of finance have 
characteristics of both and it's not entirely clear whether they are debt, equity or 
both. For this syllabus you need to be aware of three forms of financial capital and 
how to record them in the financial statements: 

 Ordinary ('equity') share capital: this is equity as the directors are under no 
obligation to repay the investors (shareholders) or to pay them a dividend. 
An ordinary shareholding is evidence of ownership of a company and the 
shareholders receive the residual interest in the business once it ceases to 
trade in proportion to the size of their shareholdings. Ordinary shares are 
shown under equity on the statement of financial position. Directors may 
choose to pay the shareholders an annual dividend. These are recognised in 
the statement of changes in equity, not the statement of profit or loss. This 
is not a deduction from profit; it is a distribution of profit to the rightful 
owners of it. 



74 Financial Accounting 

 

 Loan notes: under the terms of loan note agreements directors are usually 
required to pay the loan holder an annual interest amount and are obliged 
to repay the full debt at a fixed point in time. This is therefore a form of 
debt and appears as a liability on the statement of financial position. The 
interest payment is treated as a finance charge, which is shown as an 
expense in the statement of profit or loss. This is a deduction from profit. 

 Preference shares: these can be either debt or equity, depending on their 
terms. If there is any obligation to repay the preference shareholder 
(redeemable) then this is evidence of a debt. These are shown as liabilities 
on the statement of financial position and any dividends paid to these 
shareholders would be treated as finance charges. Irredeemable 
preference shares are shares that do not have to be repaid. They are 
therefore treated as equity in the statement of financial position. It must be 
made clear that they are not the same as ordinary shares as they do not 
entitle the owner to a residual interest in the business. The accompanying 
dividends are, however, treated the same as ordinary dividends in the 
financial statements. 

2 Ordinary share capital 

 As stated above, ordinary share capital is treated as equity and the associated 
dividend payments are recorded in the statement of changes in equity. 

3 Accounting for the issue of shares 

 If a company were to issue shares at their nominal value, the double entry to 
record this raising of finance would be: 
Dr Cash (Issue price × no. of shares) 
Cr Share capital (Nominal value × no. of shares) 

 In reality companies generally issue shares at a price above their nominal value. 
This is referred to as issuing shares at a premium. The double entry to record such 
an issue is: 
Dr Cash (Issue price × no. of shares) 
Cr Share capital (Nominal value × no. of shares) 
Cr Share premium ß (i.e. the difference between the issue price and the nominal 
value × no. of shares sold). 

 Both the share capital and share premium accounts are shown on the statement 
of financial position within the 'Equity' section. 

3.1 Question 
Bourbon issued 200,000 25c shares at a price of $1.75 each. Show the double entry for 
the transaction. 
 



Capital structure and finance costs 75 

 

3.2 Rights issues 

 A rights issue is: the offer of new shares to existing shareholders in proportion to 
their existing shareholding at a stated price (normally below market values). 

 The advantages are: 
 A rights issue is the cheapest way for a company to raise finance through 

the issuing of further shares. 
 A rights issue to existing shareholders has a greater chance of success 

compared with a share issue to the public. 

 The disadvantages are: 
 A rights issue is more expensive than issuing debt. 
 It may not be successful in raising the finance required. 

 A rights issue is accounted for in the same way as a normal share issue and 
therefore has exactly the same impact on the statement of financial position as an 
issue at full price. 

3.3 Question  
Upon incorporation in 20X4, The Jammy Dodger, a limited liability company, issues 1,000 
50c shares at nominal value. Needing further funds, in 20X5 it makes a rights issue of 1 
for 5 at $0.75. This offer is fully taken up. 
What accounting entries are required in 20X4 and 20X5? Illustrate the relevant section of 
the statement of financial position at year end 20X5. 

3.4 Bonus issues 
 A bonus issue is: the issue of new shares to existing shareholders in proportion to 

their existing shareholding. No cash is received from a bonus issue. 

 The advantages are: 
 Issued share capital is divided into a larger number of shares, thus making 

the market value of each one less, and so more marketable. 
 Issued share capital is brought more into line with assets employed in the 

company by reducing stated reserves and increasing share capital. 

 The disadvantages are: 
 The admin costs of making the bonus issue.  

 As no cash is received from a bonus issue, the issue must be funded from reserves. 
Any reserve can be used, though a non-distributable reserve such as the share 
premium account would be used in preference to reserves which can be 
distributed: 
Dr Share Premium Nominal value (or other reserve) 
Cr Share Capital Nominal value 
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3.5 Question  
Ginger Knut, a limited liability company, has 20,000 50c shares in issue (each issued for 
$1.25) and makes a 1 for 4 bonus issue, capitalizing the share premium account. What 
are the balances on the share capital and share premium accounts after this transaction? 

                                      SC               SP 
                                       $                 $ 

A.                     15,000       10,000 
B.                     12,500       12,500 
C.                     25,000           Nil 
D.                     22,500        2,500 

 

3.6 Question  
Rich T is a limited liability company with 200,000 25c shares in issue. At 1 January the 
balance on the share premium account is $75,000. The following transactions occur in 
the year ended 31 December 20X6: 31 January There is a fully taken up 2 for 5 rights 
issue. The issue price is $1.80. 12 August There is a 1 for 10 bonus issue made using the 
share premium account. What are the balances on the share capital and share premium 
accounts on 31 December 20X6? 

                                         SC                      SP 
                                      $000                  $000 

A.                           308                     111 
B.                            77                       84 
C.                           154                      93 
D.                            77                      192 

4 Dividends 

 Dividends represent the distribution of profits to shareholders. They are usually 
expressed as an amount per share e.g. 10c per share or 10% of nominal value. 

 Dividends on preference shares are usually based on a predetermined amount, 
such as 5% of the nominal value of the shareholding. 

4.1 Ordinary dividends 
 A company may pay a midyear or interim dividend. The double entry is: 

Dr Retained earnings (and disclose in statement of changes in equity) X 
Cr Bank X 

 At the end of the year companies may propose or declare a dividend to the 
ordinary shareholders (i.e. tell the shareholders the amount of a dividend to be 
paid after the yearend). This is a final dividend. These dividends have to be 
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approved at the annual general meeting (AGM) and until this point the company 
have no obligation to pay them. 

 Therefore, proposed dividends at the end of the year that have not been 
approved by shareholders cannot be recorded as liabilities at the yearend. 

5 Loan notes (loan stock) 

 A limited company can raise funds by issuing loan notes. These are fixed term 
loans. The term 'loan note' simply refers to the document that is evidence of the 
debt, often a certificate that is issued to the lender. 

 Similar to shares, the loan note will have a set nominal value, e.g. $100. 

 Individuals or organisations can buy the loan notes at an agreed price (this can be 
any value; it does not have to be the same as the nominal value). The life of the 
loan note will be fixed and the company issuing them will have to pay the loan 
note holder back at an agreed point in time. 

 The issuer will also have to pay interest to the loan note holder. The interest will 
be calculated based on the nominal value of the loan note (for example, 5% of the 
nominal value per annum). The interest incurred is included in ‘finance costs’ in 
the statement of profit or loss. 

5.1 Accounting entries 
 When the finance is first received the company receiving the finance must 

recognize the obligation to repay the loan holder as follows: 
Dr Cash 
Cr Noncurrent liability 

 Every year the business should recognize a finance charge (i.e. interest) based 
upon the terms of the agreement as follows: 
Dr Finance charges (P/L) 
Cr Cash/current liabilities (depending on whether the interest has been paid or 
not). 

 

5.2 Question  
Custard Creameries is an incorporated business which needs to raise funds to purchase 
plant and machinery. On 1 March 20X5 it issues $150,000 10% loan notes, redeemable in 
10 years’ time. Interest is payable half yearly at the end of August and February. What 
accounting entries are required in the year ended 31 December 20X5? Show relevant 
extracts from the statement of financial position. 
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6 Preference shares 

 If preference shares are redeemable they are treated the same as loan notes; i.e. 
they are recorded as a liability in the statement of financial position and dividend 
payments are treated the same as finance charges. 

 If the preference shares are irredeemable the shareholding and associated 
dividends are treated exactly the same as ordinary shareholdings, as explained 
above. 

6.1 Question  
Cracker, a company, has share capital as follows:  

 Ordinary share capital (50c shares) $200,000 

 8% Irredeemable preference share capital $50,000 
The company pays an interim dividend (i.e. a dividend declared part way through the 
financial year) of 12.5c per share to its ordinary shareholders and pays the preference 
shareholders their dividend, although this is not mandatory. Before the year end the 
company proposes a final dividend of 36.5c per share to its ordinary shareholders. 
Calculate the amounts shown in the statement of changes in equity (SOCIE) and 
statement of financial position (SFP) in relation to dividends for the year. 

                                                   SOCIE             SFP 
                                                    $000            $000 

A.                                           200              150 
B.                                             54                 nil 
C.                                           200              146 
D.                                           101                72 

 

7 Other reserves 

 In addition to using loan capital and share capital, companies can also use the 
capital created internally to generate wealth by reinvesting it back into the 
business. These capital sources represent the profits made by the business and 
the inflation in value of tangible noncurrent assets recognised in a revaluation. 
They are referred to as reserves or other components of equity. 

 They are included in the statement of financial position and movements in share 
capital and reserves for the accounting period are summarised and disclosed in 
the statement of changes in equity. 

8 Income tax 

 In the same way that individuals are subject to tax on their income, the income 
generated by a business is also subject to tax. 



Capital structure and finance costs 79 

 

8.1 Sole traders and partnerships 
 In the case of a sole trader or a partnership, the tax charge is imposed upon the 

individual, rather than the business. Consequently, if the business bank account is 
used to pay what is a personal tax liability, it will be accounted for as a form of 
drawings made from the business by the owner. 

8.2 Limited liability companies 
 In the case of a limited liability company, as it is a separate legal entity, if it 

generates income, it will be subject to tax. Consequently, the tax charge tax must 
be reflected in the statement of profit or loss as an expense and any tax liabilities 
outstanding must be reflected in the statement of financial position. 

 This is normally referred to as 'income tax' as it is a tax charge on the income of a 
company. It should not be confused with the income tax paid by individual 
employees on their salary and other earnings. 

 The charge for income tax is based upon the level of profits earned by the 
company and the tax rates in place at the time of calculation. 

 Company yearends and tax yearends rarely match. Therefore, companies must 
estimate their income tax liability at the end of each accounting period and record 
an appropriate estimate of the liability likely to be paid.  

 These estimates are unlikely to be entirely accurate (they are usually a 'best 
estimate' when the accounts are being prepared) and, as such, companies tend to 
either over or under estimate the provision for income tax, which is adjusted for in 
the following year's accounts. In many ways, it is similar to accounting for a 
provision – recognise a liability when required, with any movement in the liability 
accounted for in profit or loss. 

9 Steps for recording income tax 

1) At the end of the year a company should make the following double entry for its 
estimate of the tax liability: 
Dr Income tax charges (P&L) 
Cr Income tax liability (SoFP – current liability) 

2) Following the yearend, the actual tax liability will be calculated and paid. The 
associated double entry is: 
Dr Income tax liability 
Cr Cash 

3) It is unlikely the actual charge will match the estimated liability so the tax liability 
account will be left with a closing balance carried forward. This needs to be 
removed as the debt has been settled (i.e. there should not be any carried forward 
balances because the tax authorities have been paid the correct amount).  
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 If there is an overprovision in the prior year (i.e. estimate was greater than 
the amount paid) there will be a closing credit balance carried forward. This 
is adjusted as follows: 
Dr Income tax liability 
Cr Income tax charge. 
As the company overestimated, the charge for the following year is 
reduced by the appropriate amount so that, over the two-year period, the 
correct charge has been recorded. 

 If there is an underestimate in the prior year (i.e. estimate was less than the 
amount paid) there will be a closing debit balance carried forward. This is 
adjusted as follows: 
Dr Income tax charge 
Cr Income tax liability 
As the company underestimated, the charge for the following year is 
increased by the appropriate amount, so that over the two-year period, the 
correct charge has been recorded. 

9.1 Question  
Garry Baldy commenced trade on 1 January 20X4 and estimates that the tax payable for 
the year ended 31 December 20X4 is $150,000. In September 20X5, the accountant of 
Garry Baldy receives and pays a tax demand for $163,000 for the year ended 31 
December 20X4. At 31 December 20X5 he estimates that the company owes $165,000 
for corporation tax in relation to the year ended 31 December 20X5. Draw up the tax 
charge and income tax payable accounts for the years ended 31 December 20X4 and 
20X5 and detail the amounts shown in the statement of financial position and statement 
of profit or loss in both years. 

9.2 Question  
Choccychip estimated last year’s tax charge to be $230,000. As it happened, their tax 
advisor settled with the tax authorities at $222,000. The difference arose because the 
financial statements were submitted sometime before the tax computation. Therefore, 
the directors had to make a prudent estimate of the potential tax liability to put in the 
accounts. This year, Choccychip estimate their tax bill to be $265,000, but they are a little 
confused as to how this should be reflected in the financial statements. Which of the 
following is correct for the end of the current year? 

                             SOFP Liability             Tax expenses 
                                    ($)                                  ($) 

A.                  257,000                         265,000 
B.                  273,000                         265,000 
C.                  265,000                         257,000 
D.                  265,000                         273,000 
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Chapter Fourteen 

Bank reconciliations 

1 The bank reconciliation 

 The objective of a bank reconciliation is to reconcile the difference between: 
 The cash book balance, i.e. the business’ record of their bank account, and 
 The bank statement balance, i.e. the bank’s record of the bank account. 

 The cash book is the double entry record of cash and bank balances contained 
within the nominal ledger accounting system. It is, in effect, the cash control 
account. 

 Note that debits and credits are reversed in bank statements because the bank 
will be recording the transaction from its point of view, in accordance with the 
business entity concept. 
 

2 Differences between the bank statement and the cash book 

 When attempting to reconcile the cash book with the bank statement, there are 
three differences between the cash book and bank statement: 

 Unrecorded items 
 Timing differences 
 Errors 

2.1 Cash Book Adjustments 
 Unrecorded Items: These are items which arise in the bank statements before 

they are recorded in the cash book. Such unrecorded items may include: 
 Interest 
 Bank charges 
 Dishonoured cheques 

 They are not recorded in the cash book simply because the business does not 
know that these items have arisen until they see the bank statement. The cash 
book must be adjusted to reflect these items. 

2.2 Question  
On which side of the cash book should the following unrecorded items be posted? 

 Bank charges 

 Direct debits/standing orders 

 Direct credits 

 Dishonoured cheques received from customers 

 Bank interest received. 
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2.3 Bank Statement Adjustments 
 Timing differences: These items have been recorded in the cash book, but due to 

the bank clearing process have not yet been recorded in the bank statement: 
 Outstanding/Unpresented cheques (cheques sent to suppliers but not yet 

cleared by the bank). 
 Outstanding/uncleared Lodgments (cheques received by the business but 

not yet cleared by the bank). 

 The bank statement balance needs to be adjusted for these items: 
 
Balance per bank statement                                      X 
Less: Unpresented Cheques                                     (X) 
Add: uncleared Lodgments                                        X 
Balance as per cash book                                           X 

 

2.4 Errors in the cash book 
 The business may make a mistake in their cash book. The cash book balance will 

need to be adjusted for these items. 

2.5 Errors in the bank statement 
 The bank may make a mistake, e.g. record a transaction relating to a different 

person within our business’ bank statement. The bank statement balance will 
need to be adjusted for these items. 

 3 Proforma bank reconciliation 

                                                                 Cash book 
Bal b/f                                       X                  Bal b/f                                  X 
Adjustments                             X                  Adjustments                       X 
Revised bal c/f                          X                  Revised bal c/f                    X 

                                                             –––                                                           ––– 
                                                               X                                                               X 
                                                             –––                                                           ––– 

Revised bal b/f                         X                   Revised bal b/f                   X 
 

Bank reconciliation statement as at ….. 
                                                                                                                                $ 

 Balance per bank statement                                                                   X 

 Outstanding cheques                                                                             (X) 

 Outstanding Lodgments                                                                          X 

 Other adjustments to the bank statement                                      X/(X) 
                                                                                                                         ––––– 

Balance per cash book (revised)                                                           X 
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3.1 Other Points 
 Beware of overdrawn balances on the bank statement. 

 Beware of debits/credits to bank statements. 

 Beware of aggregation of deposits in a bank statement. 

 Note that the bank balance on the statement of financial position is always the 
balance per the revised cash book. 

3.2 Question  
In preparing a company’s bank reconciliation statement, the accountant finds that the 
following items are causing a difference between the cash book balance and bank 
statement balance: 

1) Direct debit $530. 
2) Lodgements not credited $1,200. 
3) Cheque paid in by the company and dishonoured $234. 
4) Outstanding cheques $677. 
5) Bank charges $100. 
6)  Error by bank $2,399 (cheque incorrectly credited to the account). 

Which of these items will require an entry in the cash book? 
A. 3, 4 and 6 
B. 1, 3 and 5 
C. 1, 2 and 4 
D. 2, 5 and 6 

3.3 Question  
The following information has been extracted from the records of N Patel: 
                                                          Bank account 
                                                         $                                                              Chq no            $ 
1 Dec   Balance b/f                16,491       1 Dec         Alexander                     782             857 
2 Dec   Able                                  962       6 Dec        Burgess                         783             221 
2 Dec   Baker                             1,103       14 Dec      Barry                             784             511 
10 Dec Charlie                          2,312        17 Dec     Cook                              785               97 
14 Dec Delta                                419        24 Dec     Hay                                786             343 
21 Dec Echo                                 327        29 Dec     Rent                               787             260 
23 Dec Cash sales                        529 
30 Dec Fred                                  119       31 Dec      Balance c/f                                   19,973 
                                                    –––––                                                                             ––––– 
                                                    22,262                                                                            22,262 
                                                    –––––                                                                            ––––– 
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High Street Bank 
Bank Statement – N. Patel 

Date                 Details                              Withdrawals                 Deposits                       Balance 
                                                                             $                                 $                                      $ 
1 December    Balance b/f                                                                                                     17,478 
2 December    780                                          426 
2 December    781                                          737                                                                 16,315 
2 December    Deposit                                                                        176                            16,491 
5 December    782                                           857 
5 December    Bank charges                            47                                                                15,587 
6 December    Deposit                                                                        2,065                         17,652 
10 December  Standing order (rates)          137                                                              17,515 
11 December   783                                          212                                                                17,303 
13 December   Deposit                                 2,312                                                               19,615 
17 December   784                                          511                                                                19,104 
17 December   Deposit                                                                         419                          19,523 
23 December   Deposit                                                                         327                          19,850 
24 December   Deposit                                                                         528                          20,378 
28 December   786                                           343                                                               20,035 
30 December   310923                                    297                                                               19,738 
31 December   Balance c/f                                                                                                    19,738 
 

a) Prepare a bank reconciliation statement at 1 December. 
b) Update the cash book for December. 
c) Prepare a bank reconciliation statement at 31 December. 

 

3.4 Question  
The following is a summary of Ami’s cash book as presented to you for the month of 
December 20X6: 
                                                               Bank account 
                                                        $                                                                                      $ 
Receipts                                    1,469      Balance b/f                                                       761 
Balance c/f                                  554       Payments                                                       1,262 
                                                   –––––                                                                            ––––– 
                                                   2,023                                                                              2,023 
                                                   –––––                                                                             ––––– 
All receipts are banked and payments made by cheque. On investigation you discover: 

1) Bank charges of $136 entered on the bank statement had not been entered in the 
cash book. 
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2) Cheques drawn amounting to $267 had not been presented to the bank for 
payment. 

3) A cheque for $22 had been entered as a receipt in the cash book instead of as a 
payment; 

4) A cheque drawn for $6 had been incorrectly entered in the cash book as $66. 
What balance is shown on the bank statement at 31 December 20X6? 

A. $913 
B. $941 overdraft 
C. $941 
D. $407 overdraft 
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Chapter Fifteen 

The trial balance, errors and suspense accounts 
 

1 The trial balance 

 At the end of the year, once all ledger accounts have been balanced off, the 
closing balances are summarized on a long list of balances. This is referred to as a 
trial balance. 

 All the closing debit balances are summarized in one column and the closing credit 
balances in another. Given the nature of the double entry system described in this 
text the totals of both columns should agree. If not the discrepancy must be 
investigated and corrected. 

 This is another control in the accounting system to ensure that the balances 
reported in the financial statements are accurate. The layout of a trial balance is 
illustrated below: 
 
                                       Trial balance as at 31 December 20X5 
                                                                                                                    Dr                Cr 
                                                                                                                     $                  $ 
Revenue                                                                                                                          X 
Purchases                                                                                                   X 
Administrative expenses                                                                          X 
Noncurrent assets                                                                                    X 
Trade receivables                                                                                      X 
Cash                                                                                                            X 
Share capital                                                                                                                   X 
Loans                                                                                                                               X 
Trade payables                                                                                                               X 
                                                                                                                    ––––           –––– 
                                                                                                                      X                 X 

2 The process of preparing financial statements 

1) The process for preparing financial statements can be illustrated as follows: 
2) Transaction recorded in the ledger accounts 
3) Ledger accounts are balanced and closed off 
4) Trial balance extracted 
5) Year-end adjustments are made and ledger accounts are closed off 
6) Trial balance used to prepare Financial Statements 
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2.1 Question  
Gateway Ltd sets up as a company and in the first nine days of trading the following 
transactions occurred: 
1 January They issue $10,000 share capital for cash. 
2 January They purchase goods for $4,000 and pay by cheque. 
3 January They buy a delivery van for $2,000 and pay by cheque. 
4 January They purchase $1,000 of goods on credit. 
5 January They sell goods for $1,500 cash. 
6 January They sell all remaining goods for $5,000 on credit. 
7 January They pay $800 to suppliers by cheque. 
8 January They pay rent of $200 by cheque. 
Complete the relevant ledger accounts and Extract a trial balance. 

3 Type of error 

 This shows that whilst the trial balance provides a useful control mechanism for 
detecting errors, a balanced trial balance does not guarantee the accuracy of the 
financial statements. 

 When correcting these errors, a good approach is to consider: 
1) What should the double entry have been? (‘Should do’). 
2) What was the double entry? (‘Did do’). 
3) Therefore, what correction is required? (‘To correct’). 

 Always assume that if one side of the double entry is not mentioned, it has been 
recorded correctly. 

3.1 Errors where the trial balance still balances 
 Error of omission: A transaction has been completely omitted from the accounting 

records, e.g. a cash sale of $100 was not recorded. 

 Error of commission: A transaction has been recorded in the wrong account, e.g. 
rates expense of $500 has been debited to the rent account in error. 

 Error of principle: A transaction has conceptually been recorded incorrectly, e.g. a 
noncurrent asset purchase of $1,000 has been debited to the repair expense 
account rather than an asset account. 

 Compensating error: Two different errors have been made which cancel each 
other out, e.g. a rent bill of $1,200 has been debited to the rent account as $1,400 
and a casting error on the sales account has resulted in sales being overstated by 
$200. 

 Error of original entry: The correct double entry has been made but with the 
wrong amount, e.g. a cash sale of $76 has been recorded as $67. 

 Reversal of entries: The correct amount has been posted to the correct accounts 
but on the wrong side, e.g. a cash sale of $200 has been debited to sales and 
credited to bank. 
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3.2 Question  
Provide the journal to correct each of the following errors: 

1) A cash sale of $100 was not recorded. 
2) Rates expense of $500, paid in cash has been debited to the rent account in error. 
3) A noncurrent asset purchased of $1,000 on credit has been debited to the repairs 

expense account rather than an asset account. 
4) A rent bill of $1,200 paid in cash has been debited to the rent account as $1,400 

and a casting error on the sales account has resulted in sales being overstated by 
$200. 

5) A cash sale of $76 has been recorded as $67. 
6) A cash sale of $200 has been debited to sales and credited to cash. 

3.3 Errors where the trial balance does not balance 
 Single sided entry – a debit entry has been made but no corresponding credit 

entry or vice versa. 

 Debit and credit entries have been made but at different values. 

 Two debit or two credit entries have been posted. 

 An incorrect addition in any individual account, i.e. miscasting. 

 Opening balance has not been brought down. 

 Extraction error – the balance in the trial balance is different from the balance in 
the relevant account or the balance from the ledger account has been placed in 
the wrong column of the TB. 
If there is a difference on the trial balance, then a suspense account is used to 
make the total debits equal the total credits: 

 
                                                                          $               $ 
Noncurrent assets                                     5,000 
Receivables                                                    550 
Inventory                                                     1,000 
Cash                                                                200 
Payables                                                                           600 
Loan                                                                               2,000 
Share capital                                                                 4,000 
Suspense account                                                           150 

                                                                                –––––        ––––– 
                                                                                  6,750        6,750 
 

The balance on the suspense account must be cleared before final accounts can 
be prepared. Corrections to any of the six errors mentioned above will affect the 
suspense account. 
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4 Suspense accounts 

 A suspense account is an account in which debits or credits are held temporarily 
until sufficient information is available for them to be posted to the correct 
accounts. 

 There are two main reasons why suspense accounts may be created: 
 On the extraction of a trial balance the debits are not equal to the credits 

and the difference is put to a suspense account. 
 When a bookkeeper performing double entry is not sure where to post one 

side of an entry they may debit or credit a suspense account and leave the 
entry there until its ultimate destination is clarified. 

4.1 Question  
On extracting a trial balance, the accountant of ETT discovered a suspense account with a 
debit balance of $1,075 included therein; She also found that the debits exceeded the 
credits by $957. She posted this difference to the suspense account and then 
investigated the situation. She discovered: 

1) A debit balance of $75 on the postage account had been incorrectly extracted on 
the list of balances as $750 debit. 

2) A payment of $500 to a credit supplier, X, had been correctly entered in the cash 
book, but no entry had been made in the payables control account. 

3) When a motor vehicle had been purchased during the year the bookkeeper did 
not know what to do with the debit entry so he made the entry Dr Suspense, Cr 
Bank $1,575. 

4) A credit balance of $81 in the sundry income account had been incorrectly 
extracted on the list of balances as a debit balance. 

5) A receipt of $5 from a credit customer, Y, had been correctly posted to his account 
but had been entered in the cash book as $625. 

6) The bookkeeper was not able to deal with the receipt of $500 from the owner’s 
own bank account, and he made the entry Dr Bank and Cr Suspense. 

7) No entry has been made for a cheque of $120 received from a credit customer M. 
8) A receipt of $50 from a credit customer, N, had been entered into the receivables 

control account as $5 and into the cash book as $5. 
What journals are required to correct the errors and eliminate the suspense 
account? 

4.2 Question  
Bond’s TB failed to agree and a suspense account was opened for the difference. Bond 
does not maintain control accounts for sales and purchases. The following errors were 
found in Bond’s accounting records: 

1) In recording the sale of a noncurrent asset, cash received of $33,000 was credited 
to the disposals account as $30,000. 
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2) An opening accrual of $340 had been omitted. 
3) Cash of $8,900 paid for plant repairs was correctly accounted for in the cash book 

but was credited to the plant cost account. 
4) A cheque for $12,000 paid for the purchase of a machine was debited to the 

machinery account as $21,000. 
Which of the errors will require an entry to the suspense account to correct them? 

A. 1, 3 and 4 only 
B. All 
C. 1 and 4 only 
D. 2 and 3 only 
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Chapter Sixteen 

Preparing basic financial statements 

1 The process of preparing financial statements 

 In the previous chapter we introduced the process for preparing financial 
statements: 

 Transactions recorded in the ledger accounts 
 Ledger accounts balanced and closed off 
 Trial balance extracted 
 Year-end adjustments made and ledger accounts are closed off 
 Trial balance used to prepare financial statements. 

 By this stage you should be familiar with the double entry bookkeeping process, 
closing off the ledger accounts and extracting a trial balance. In this chapter we 
will explore the adjustments commonly made at the end of the accounting period 
after the initial trial balance has been drafted and then look at how the financial 
statements are prepared from this information. 

 

2 Adjustments to the initial trial balance 

 As well as adjusting the trial balance figures for any errors identified there are also 
a number of common adjustments made at the end of the accounting period. 
These include: 

1) Closing inventory 
Inventory Dr 
Cost of Sale Cr 

2) Depreciation for the year 
Depreciation Expense Dr 
Accumulated Depreciation Cr 

3) Accruals and prepayments 
Accrual 
Expense Dr 
Liability Cr 
Prepayments 
Asset Dr 
Cash Cr 

4) Irrecoverable debts and allowances for doubtful debts 
Irrecoverable Debts 
Irrecoverable Debts Exp Dr 
Account Receivables Cr 
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Allowance for Receivables – Increase in the Allowance 
Irrecoverable Debt Expense Dr 
Allowance for Receivables Cr 
Allowance for Receivables – Decrease in the Allowance 
Allowance for Receivables Dr 
Recoverability of Bad Debts Cr 

5) Income tax 
Tax Estimate for the Year 
Tax Exp Dr 
Tax Payable Cr 
Adjustments for prior year tax estimates 
Over provision in prior year 
Tax Payable Dr 
Tax Expense Cr 
Under provision in prior year 
Tax Exp Dr 
Tax Payable Cr 

6) Provisions and contingent liabilities, and 
7) Events after the reporting period. 

 These adjustments need to be processed before the financial statements can be 
created. 

 

3 IAS 1 Presentation of Financial Statements 

 The required formats for published company financial statements are provided by 
IAS 1. This requires the following components to be presented: 

 A statement of profit or loss and Other Comprehensive Income 
 A statement of changes in equity  
 A statement of financial position  
 A statement of cash flows 
 Notes to the accounts, and 

  

3.1 The statement of financial position 

 This summarises the asset, liability and equity balances (i.e. the financial position 
of the company) at the end of the accounting period. 

 Note that IAS 1 requires assets and liabilities to be classified as either current or 
noncurrent. 
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           Statement of financial position for XYZ at 31 December XXXX 
 
                                                                                              $m                           $m 
Noncurrent assets 
Property, plant and equipment                                          X 
Investments                                                                           X 
Intangibles                                                                             X 

—                            — 
                                                                                                                                                X 

Current assets 
Inventories                                                                             X 
Trade and other receivables                                                X 
Prepayments                                                                         X 

 
Cash                                                                                        X 

                                                                                                            — 
                                                                                                                                              X 
                                                                                                                                             — 

Total assets                                                                                                              X 
                                                                                                                                              — 

Equity   
Ordinary share capital                                                         X 
Irredeemable preference share capital                             X 
Share premium                                                                     X 
Reserves: Retained earnings                                               X 

                                                                                                            — 
                                                                                                                                               X 

Noncurrent liabilities 
Loan notes                                                                                                                X 
Current liabilities 
Trade and other payables                                                   X 
Overdrafts                                                                             X 
Tax payable                                                                           X 

                                                                                                           — 
                                                                                                                                                X 
                                                                                                                                               — 

Total equity and liabilities                                                                                       X 
                                                                                                                                               — 
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3.2 The statement of profit or loss 

 This summarises the incomes earned and expenses incurred during the financial 
period. 
                         
                                                          XYZ Group 

                                                      Statement of profit or loss  
                                           for the year ended 31 December XXXX 

                                                                                                                $ 
Revenue                                                                                                 X 
Cost of sales                                                                                         (X) 

                                                                                                                           –– 
Gross profit                                                                                           X 
Distribution costs                                                                                (X) 
Administrative expenses                                                                    (X) 

                                                                                                                           –– 
Profit from operations                                                                         X 
Investment income                                                                              X 
Finance costs                                                                                       (X) 

                                                                                                                           –– 
Profit before tax                                                                                   X 
Tax expense                                                                                         (X) 

                                                                                                                           –– 
Net profit for the period                                                                     X 

                                                                                                                           –– 

3.2.1 The statement of profit or loss and other comprehensive income 

 This is simply an extension of the statement of profit or loss. The reason for this is 
that some gains the business makes during the year are not realised gains. The 
main example is the revaluation of tangible assets. The gain is not realised until 
the asset is sold and converted into cash. The revaluation represents a 
hypothetical gain (i.e. what gain would a company make if the asset was sold). 

 For this reason, it should not be included in net profit for the period, which 
represents the profit earned from realised sales. Instead the unrealised gains are 
added onto the end of the statement of profit or loss, as part of Other 
Comprehensive Income. 

3.2.2 Items requiring separate disclosure 

 Certain items need to be separately disclosed on the face of the statement of 
profit or loss so that they are clearly visible to the users of the financial 
statements. The main items requiring such treatment are significant, one-off 
transactions or events. They need to be disclosed because they are not part of the 
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normal trading activity of the business and could significantly distort the reported 
profits or losses for the year. They include: 

 Restructuring or reorganisation of the company. 
 Profits or losses on disposal of property, plant and equipment (or 

investments)  
 Impairment of the inventory, property, plant and equipment. 

 All such items should be included on their own, separate line in the statement of 
profit or loss. 

3.3 The statement of changes in equity 

 Equity represents the owners' interests in the company. An alternative way of 
defining it is that it represents what is left in the business when it ceases to trade, 
all the assets are sold off and all the liabilities are paid. This can then be 
distributed to the equity holders (ordinary shareholders). 

 It is made up primarily of share capital (including share premium) and reserves. 
The main reserves are the revaluation surplus and retained earnings. 

 

3.3.1 Revaluation surplus 

 This is created to recognise the surplus arising when tangible noncurrent assets 
(normally land and buildings) are revalued. The gain is not real so cannot be 
included in the profit reserves of the business. However, the gain would still form 
part of the value repaid to the equity holders if the business were sold off at that 
point in time. 

3.3.2 Retained earnings 

 This represents the sum total of all the profits and losses made by the business 
since its incorporation and that have not yet been paid to shareholders as a 
dividend. 

 As these elements are particularly relevant to shareholders (it helps them value 
their wealth or 'share of the pie') it is important to ensure the shareholders 
understand any movements in these balances. For this reason, a statement of 
changes in equity is required. It summarises the opening and closing positions on 
all these accounts and identifies the reason for the movements in between the 
two periods. 
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                                                Statement of changes in equity for XYZ Ltd 

                                             Sh Capital      Sh Premium     R Surplus    R Earnings    Total 
                                                              $m                    $m                  $m                $m             $m 

Balance at 1 January               X                        X                     X                     X                X 
Equity shares issued                X                       X                                                               X 
Revaluation surplus in year                                                      X                                      X 
Net profit                                                                                                           X                X 
Dividends                                                                                                         (X)              (X) 

                                                              ——                ——                ——              ——          —— 
Bal at 31 Dec                             X                      X                      X                    X               X 

                                                              ——                ——                ——              ——          —— 

3.4 Question  
The trial balance of Crown as at 31 December 20X5 was as follows: 

                                                                                             Dr                Cr 
                                                                                                          $                  $ 

Ordinary share capital                                                                       100,000 
Sales and purchases                                                      266,800      365,200 
Inventory at 1 January 20X5                                          23,340 
Returns                                                                                1,200          1,600 
Wages                                                                                46,160 
Rent                                                                                    13,000 
Motor expenses                                                                  3,720 
Insurance                                                                                760 
Irrecoverable debts                                                               120 
Allowance for receivables 1 January 20X5                                            588 
Discounts                                                                                864          1,622 
Light and heat                                                                     3,074 
Bank overdraft interest                                                           74 
Motor vehicles at cost                                                     24,000 
– accumulated depreciation 1 Jan 20X5                                            12,240 
Fixtures and fittings at cost                                             28,000 
– accumulated depreciation 1 Jan 20X5                                            16,800 
Land                                                                                  100,000 
Receivables and payables                                                17,330         23,004 
Bank                                                                                      3,312 
Income tax under provision                                                  100 
Buildings at cost                                                             100,000 
– Aggregate depreciation: 1 Jan 20X5                             6,000 
Retained earnings at 1 Jan 20X5                                                           104,800 

                                                                                                        ––––––         –––––– 
                                                                                                       631,854          631,854 
                                                                                                        ––––––         –––––– 
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You are given the following additional information: 
1) Inventory at 31 December 20X5 was $25,680. 
2) Rent was prepaid by $1,000 and light and heat owed was $460 at 31 December 

20X5. 
3) Land is to be revalued to $250,000 at 31 December 20X5. 
4) Following a final review of the receivables at 31 December 20X5, Crown decides to 

write off another debt of $130. The company also wants to maintain the 
allowance for receivables at 3% of the year-end balance. 

5) Crown estimated that the income tax charge on profit for the year was $7,300. 
6) Depreciation is to be provided as follows: 

a) Building – 2% annually, straight-line 
b) Fixtures & fittings – straight line method, assuming a useful economic life of 

five years with no residual value 
c) Motor vehicles – 30% annually on a reducing balance basis. 

A full year’s depreciation is charged in the year of acquisition and none in the year 
of disposal. 

Prepare a statement of profit or loss and other comprehensive income for the year 
ended 31 December 20X5 and a statement of financial position as at that date for Crown. 

4 Events after the reporting period (IAS 10) 

 Events after the reporting period can be defined as those material events which 
occur between the statement of financial position date and the date on which the 
financial statements are published. 
 

4.1 Adjusting Events 
 These events provide additional evidence of conditions existing at the reporting 

date. For example, irrecoverable debts arising one or two months after the 
reporting date may help to quantify the allowance for receivables as at the 
reporting date. If an adjusting event is identified the financial statements must be 
amended to reflect the relevant conditions. 

 Examples of adjusting events 
 The settlement after the reporting date of a court case which confirms a 

year end obligation. 
 The receipt of information after the reporting date that indicates that an 

asset was impaired at the reporting date. 
 The bankruptcy of a customer after the reporting date that confirms that a 

year-end debt is irrecoverable. 
 The sale of inventories after the reporting period at a price lower than cost. 
 The determination after the reporting date of the cost of assets purchased 

or proceeds from assets sold before the reporting date 



98 Financial Accounting 

 

 The discovery of fraud or errors showing that the financial statements are 
incorrect. 

4.2 Non adjusting events 
 These are events arising after the reporting date but which do not concern 

conditions existing at the reporting date. Such events will not therefore have any 
effect on items in the statement of profit or loss or statement of financial position. 
However, in order to prevent the financial statements from presenting a 
misleading position, some form of additional disclosure is required it the events 
are material, by way of a note to the financials statement giving details of the 
events. 

 Examples of non-adjusting events 
 Announcing a plan to discontinue an operation 
 Major purchases of assets 
 The destruction of assets after the reporting date by fire or flood 
 Entering into significant commitments or contingent liabilities 
 Commencing a court case arising out of events after the reporting date 

4.3 Question  
Which of the following are adjusting events for BigCo Ltd? The year end is 30 June 20X6 
and the accounts are approved on 18 August 20X6. 

1) Sales of yearend inventory on 2 July 20X6 at less than cost. 
2) The issue of new ordinary shares on 4 July 20X6. 
3) A fire in the main warehouse occurred on 8 July 20X6. All inventories were 

destroyed. 
4) A major credit customer was declared bankrupt on 10 July 20X6 
5) All of the share capital of a competitor, TeenyCo Ltd was acquired on 21 July 20X6. 
6) On 1 August 20X6, $500,000 was received in respect of an insurance claim dated 

13 February 20X6. 
 

A. 1, 4 and 6 
B. 1, 2, 4 and 6 
C. 1, 2, 5 and 6 
D. 1, 4, 5 and 6 

 
 
 
 
 
 
 
 



Chapter Seventeen 99 

 

Chapter Seventeen 

Incomplete records 

1 Introduction 

 When you are preparing a set of accounts, it is likely that you may not have all of 
the information available to you to complete a set of financial statements. 

 It is likely that you may have an incomplete ledger or control accounts system. 

 If this is the case, you will have to use the best information that is available to you 
and 'guestimate' any missing figures. 

 There are a number of different ways which we can use to calculate missing 
figures and balances, such as: 

 Accounting equation method 
 Balancing figure approach 
 Profit ratios – markup and margin. 

 

1.1 Using the accounting equation 

 If a business has recorded very little information of its transactions it may only be 
possible to calculate net profit for the year. This can be done using the accounting 
equation as follows: 
Assets = equity + liabilities 

 This can be expanded as follows: 
Total assets = share capital + retained earnings + other reserves + total liabilities 

 We could expand this further to disclose each noncurrent/current asset and 
liability. However, that is not necessary as all this represents is the captions on the 
statement of financial position. The only figure worth expanding is retained 
earnings (RE): 
Closing RE = the prior year's RE figure +/– this year's profit/loss – dividends 

 By working out the value of closing assets, liabilities and share capital (using a 
valuation exercise) we should be able to work out the retained earnings figure. If 
we know the previous year's retained earnings (from last year's statement of 
financial position) we should be left with the profit/loss for the year as the missing 
figure. 

1.2 Question  
The statement of Andy Carp Ltd at 31 December 20X8 shows the following balances: 

 Noncurrent assets – $10,000 

 Current assets – $3,400 

 Share capital – $200 
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 Noncurrent liabilities – $2,100 

 Current liabilities – $1,700 
The sales, purchases and expense records of Andy Carp have unfortunately been 
destroyed and the directors need help estimating the net profit for the year so that they 
can estimate their tax liability. They have informed you that the retained earnings at 31 
December 20X7 were $7,350. 
What was the profit/loss (before tax) made by Andy Carp Ltd during the year ended 31 
December 20X8? 
A $2,250 
B $2,450 
C $2,050 
D $9,400 

1.3 The ledger account (balancing figure) approach 

 The balancing figure approach, using ledger accounts, is commonly used in the 
following way: 
Ledger account: Missing figure 
Receivables: Credit sales, Money received from receivables 
Payables: Credit purchases, Money paid to payables 
Cash at bank: Drawings, Money stolen 
Cash in hand: Cash sales, Cash stolen 
                                                                       Cash at bank 
                                                                $                                                                           $ 
Cash received from customers            X          Cash paid to suppliers                           X 
Bankings from cash in hand                 X          Expenses                                                  X 
Sundry income                                       X           Drawings                                                 X 
Money stolen                                         X           Balance c/f                                              X 

                                                                           –––                                                                       ––– 
Balance b/f                                             X                                                                             X 

                                                                           –––                                                                       ––– 
                                                                                    Cash in hand 
                                                                             $                                                                             $ 

Cash sales                                               X         Cash purchases                                        X 
Sundry income                                      X          Sundry Expenses                                      X 
                                                                             Bankings                                                    X 

                                                                                         Money stolen                                           X 
                                                                             Balance c/f                                                X 

                                                                           –––                                                                       ––– 
Balance b/f                                             X                                                                             X 

                                                                           –––                                                                       ––– 
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In the case of receivables and payables, you may need to use total receivables and total 
payables accounts where information given cannot be split between cash and credit sales 
and purchases: 
 
                                                                                 Total receivables 
                                                                            $                                                                              $ 

Balance b/f                                           X      Cash from cash credit customers               X 
Credit sales                                           X 

                                                                         ––– 
                                                                            X       Balance c/f                                                    X 
                                                                         –––                                                                         ––– 

Balance b/f                                           X                                                                               X 
                                                                          –––                                                                        ––– 
 
 
 
                                                                                     Total payables 
                                                                          $                                                                               $ 

                                                                          Balance b/f 
Cash paid                                             X            Total purchases                                        X 

                                                                        –––                                                                          ––– 
Balance c/f                                          X           Balance b/f                                                X 

                                                                        –––                                                                          ––– 

1.4 Question  
Suppose that opening receivables for B Rubble’s business are $30,000. There have been 
total receipts from customers of $55,000 of which $15,000 relates to cash sales and 
$40,000 relates to receipts from receivables. Discounts allowed in the year totalled 
$3,000 and closing receivables were $37,000. What are total sales for the year? 

A. $65,000 
B. $50,000 
C. $47,000 
D. $62,000 

1.5 Question  
The opening payables of Dick DastardLee’s business are $15,000. Total payments made 
to suppliers during the year were $14,000. Discounts received were $500 and closing 
payables were $13,000. What are total purchases for the year? 

A. $16,500 
B. $16,000 
C. $12,000 
D. $12,500 
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1.6 Question  
On 1 January Elma Fudd’s bank account is overdrawn by $1,367. Payments in the year 
totalled $8,536 and on 31 December the closing balance is $2,227 (positive). 
What are total receipts for the year? 

A. $4,942 
B. $7,676 
C. $9,396 
D. $12,130 

 

1.7 Question  
On 1 January, Daisee Chain’s business had a cash float of $900. During the year cash of 
$10,000 was banked, $1,000 was paid out as drawings and wages of $2,000 were paid. 
On 31 December the float was $1,000. 
How much cash was received from customers for the year? 

A. $12,900 
B. $14,900 
C. $13,100 
D. $6,900 

1.8 Ratios – Markup and margin 

 Gross profit can be expressed as a percentage of either sales or cost of sales: 
 gross profit margin = gross profit/sale * 100 – Therefore Gross Profit = 

Margin % * Sale 
 mark up = gross profit/COS * 100 – Therefore Gross Profit = Markup % * 

Cost of Sale 

 E.g. 
Sales $5,000 
Cost of sales ($4,000) 
Gross profit $1,000 

 Gross profit margin = (1,000/5,000) × 100 = 20% 
 Markup = (1,000/4,000) × 100 = 25% 

 

1.9 Question  
Padraig O’Flaherty has sales of $1,000. He makes a margin of 25%. 
What is the cost of sales figure? 

A. $200 
B. $800 
C. $750 
D. $250 
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1.10 Question  
Lorna McDuffie has cost of sales of $600 and a 25% mark up. 
What is her sales figure? 

A. $750 
B. $800 
C. $250 
D. $200 

1.11 Question  
Jethro Longhorn can tell you the following with regard to his business: 

 Margin 5% 

 Opening inventory $800 

 Closing inventory $600 

 Purchases $2,840 
Complete Jethro’s statement of profit or loss with the above figures. 

2 Missing inventory figures 

 Traditionally (before the adoption of powerful computerised accounting systems) 
many businesses did not keep an accounting record of inventories. They would 
keep records of quantities but, given the proliferation of raw materials, would not 
complicate matters by keeping accounting records of costs and valuations. Instead 
they would perform a yearend reconciliation of valuations using the principles 
discussed earlier in this book. 

 It is also possible to use the methods described in this chapter to calculate the 
value of inventory. Remember that cost of sales is equal (in simple terms) to 
opening inventory + purchases – closing inventory. We have just illustrated how to 
work out cost of sales using margins and mark ups. We can also use ledger 
accounts and cash records to reconstruct total purchases for the year. In 
combination we can use these methods to identify the value of either opening or 
closing inventory. 

2.1 Question  
Jack Spratt provides the following information about his business: 

 Margin 20% 

 Sales $100,000 

 Opening inventory $10,000 

 Purchases $82,000 

 Closing inventory after fire $3,000 
What is the cost of inventory lost in the fire? 

A. $12,000 
B. $9,000 
C. $69,000 
D. $5,667  
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Chapter Eighteen 

Statement of cash flows 

1 The need for a statement of cash flows 

 Whilst a business might be profitable this does not mean it will be able to survive. 

To achieve this, a business needs cash to be able to pay its debts. If a business 

could not pay its debts it would become insolvent and could not continue to 

operate. 

 The main reason for this problem is that profit is not the same as cash flow. Profits 

(from the statement of profit or loss) are calculated on the accruals basis. Most 

goods and services are sold on credit so at the point of sale revenue is recognized 

but no cash is received. The same can be said of credit purchases. There are also a 

number of expenses that are recognized that have no cash impact depreciation is 

a good example of this. Therefore, it is possible for a business to be profitable but 

have insufficient cash available to pay its suppliers. 

 For this reason, it is important that users of the financial statements can assess 

the cash position of a business at the end of the year but also how cash has been 

used and generated by the business during the accounting period. In the case of 

limited liability companies, IAS 7 requires that (with very few exceptions) a 

statement of cash flows is included as part of the annual financial statements 

made available to shareholders and other users of that information. 

2 IAS 7 Statement of Cash Flows 

The objectives of IAS 7 are to ensure that companies: 

 Report their cash generation and cash absorption for a period by highlighting the 

significant components of cash flow in a way that facilitates comparison of the 

cash flow performance of different businesses. 

 Provide information that assists in the assessment of their liquidity, solvency and 

financial adaptability. 

3 The benefits of a statement of cash flows 

 A statement of cash flows is needed as a consequence of the differences between profits 

and cash, as explained earlier. It helps to assess: 
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 Liquidity and solvency – an adequate cash position is essential in the short term 

both to ensure the survival of the business and to enable debts and dividends to 

be paid. 

 Financial adaptability – will the company be able to take effective action to alter 

its cash flows in response to any unexpected events? 

 Future cash flows – an adequate cash position in the longer term is essential to 

enable asset replacement, repayment of debt and fund further expansion. 

 The bottom line is: cash flow means survival. A company may be profitable but, if 

it does not have adequate cash position, it may not be able to pay its debts, 

purchase goods for resale, pay its staff etc. 

 The cash flow statement also highlights where cash is being generated, i.e. either 

from operating, financing or investing activities. A business must be self-sufficient 

in the long term; in other words, it must generate operating cash inflows or it will 

be reliant on the sale of assets or further finance to keep it afloat. 

 Cash flows are also objective; they are matters of fact, whereas the calculation of 

profit is subjective and easy to manipulate. 

 

4 Drawbacks of a statement of cash flow 

 The statement of cash flows uses historic cash flows. Users of accounts are 

particularly interested in the future. 

 No interpretation of the statement of cash flows is provided within the accounts. 

Users are required to draw their own conclusions as to the relevance of the figures 

contained within it. 

 Non-cash transactions, e.g. bonus issues of shares and revaluations of assets are 

not highlighted in the statement of cash flows. These are of interest to users as 

they may impact future cash flows. 

 

5 Format of a statement of cash flows 

 IAS 7 Statement of Cash Flows requires companies to prepare a statement of cash 

flows as part of their annual financial statements. The cash flow must be 

presented using standard headings. Note: You should ensure that you understand 

the items that are included within each of the three sections of the statement of 

cash flows, together with the reconciliation of the net increase or decrease in cash 

and equivalents for the year. 
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Statement of cash flows for the period ended 31 December XXX 
                                                                                                           $000                   $000 
Cash flows from operating activities 
Cash generated from operations (see note below)                       X 
Interest paid                                                                                        (X) 
Income taxes paid                                                                               (X) 
                                                                                                           –––––– 
Net cash flow from operating activities                                                                 X or (X) 
Cash flows from investing activities 
Purchase of property, plant and equipment                                    (X) 
Proceeds of sale of equipment                                                            X 
Interests received                                                                                   X 
Dividends received                                                                                 X 
                                                                                                             –––––– 
Net cash flow from investing activities                                                                  X or (X) 
Cash flows from financing activities 
Proceeds of issue of shares                                                                    X 
Receipts of new loans                                                                              X 
Repayment of loans                                                                                (X) 
Dividends paid                                                                                         (X) 
                                                                                                                –––––– 
Net cash flow from financing activities                                                                  X or (X) 
                                                                                                                                     –––––– 
Net increase (decrease) in cash and cash equivalents                                        X or (X) 
Cash and cash equivalents at the beginning of the period                                 X or (X) 
                                                                                                                                     –––––– 
Cash and cash equivalents at the end of the period                                            X or (X) 
                                                                                                                                     –––––– 
Note re 'Cash generated from operations': This is based upon a reconciliation 
beginning with profit before tax from the statement of profit or loss which is 
adjusted for items included in arriving at profit before tax, but which are not 
reflected by an inflow or outflow of cash. The reconciliation of items from 'Profit 
before tax' to 'Cash inflow from operating activities' can be shown either on the 
face of the statement of cash flows itself or as a separate working.  

6 Indirect method 

 The indirect method of presenting cash flows from operating activities relies upon 
information that is disclosed in the financial statements, or can be calculated from 
information disclosed in the financial statements. The starting point is normally 
profit before tax, which is then adjusted to remove any noncash items or accruals 
based figures included in the statement of profit or loss. The following are 
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examples of adjustments which are normally required when preparing cash flows 
from operating activities using the indirect method: 

 Depreciation – added back to profit before tax because it is a noncash 
expense 

 Loss on disposal of noncurrent assets the loss a noncash expense and is 
added back to profit before tax: the cash proceeds on disposal will be 
classified as an investing activity cash inflow. Note that a gain on disposal is 
deducted from profit before tax 

 Interest payable expense – added back to profit before tax because it is not 
part of cash generated from operations (the cash payment is deducted 
elsewhere in the statement of cash flows refer to the proforma statement 

 Increase / decrease in inventory – inventory represents purchases made in 
one accounting period, but which will be charged against profit in another 
accounting period. An increase in inventory is deducted from profit before 
tax as it represents a cash outflow to pay for the additional inventory. A 
decrease in inventory is added to profit before tax as it represents a cash 
inflow from disposing of inventory 

 Increase / decrease in trade receivables – trade receivables represent 
revenue recognised in profit or loss in one accounting period, whilst the 
cash will be received in the following accounting period. An decrease in 
receivables is added to profit before tax as it represents a cash inflow as 
more cash has been collected from receivables. An increase in trade 
receivables is therefore deducted from profit before tax 

 Increase / decrease in trade payables – trade payables represent purchases 
made in one accounting period which will be paid for in the following 
accounting period. An increase in trade payables means that the company 
has had the use or benefit of goods and services provided, but not yet paid 
for them. As such, it preserves cash resources within the business and is 
added back to profit before tax. A decrease in trade payables indicates that 
more payables have been paid off, and will therefore be deducted from 
profit before tax as a cash outflow. 

 In order to prepare a statement of cash flows, information from the current and 
prior year statement of financial position together with the current year 
statement of profit or loss is used. 

 

7 Cash from operating activities 

 Cash flows may include: 
 Interest paid 
 Income taxes paid. 
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7.1 Calculation of interest / income taxes paid 
 The cash flow should be calculated by reference to: 

 The charge to profits for the item (shown in the statement of profit or loss)  
 Any opening or closing payable balance shown on the statement of 

financial position. 
 A Taccount working may be useful: 

 
e.g. Interest/tax payable account 
                                                                          $                                                                  $ 
                                                                                   Interest accrual b/f                          X 

Cash paid (ß)                                       X       P/L Interest charge                          X 
Interest accrual c/f                             X 

                                                                      ––––                                                           –––– 
                                                                          X                                                                  X 
                                                                      ––––                                                           –––– 

 If there is no change to the opening or closing, then it should be the statement of 
financial position payable amount. 
 

8 Investing activities cash flows 

 Investing activities cash inflows may include: 
 Interest received 
 Dividends received 
 Proceeds of sale of noncurrent assets. 

 Cash outflows may include: 
 Purchase of property, plant and equipment. 

 

8.1 Calculation of interest and dividends received 
 Again, the calculation should take account of both the income shown in the 

statement of profit or loss and any relevant receivables balance from the opening 
and closing statements of financial position. 

 A Account working may be useful: 
e.g. Interest receivable 
                                                                   $                                                                            $ 

Interest receivable b/f                 X 
P/L interest receivable                 X       Cash received (ß)                                      X 
                                                                 Interest receivable c/f                              X 

                                                                ––––                                                                    –––– 
                                                                    X                                                                          X 
                                                                ––––                                                                    –––– 
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8.2 Calculation of purchase of property, plant and equipment and proceeds of sale 
of equipment 

 These amounts are often the trickiest to calculate within a statement of cash 
flows. It is therefore recommended that Taccount workings are used. 

 The following Taccounts will be required for each class of assets: 
 Cost account 
 Accumulated depreciation account 
 Disposals account (where relevant). 

 Data provided in the source financial statements should then be entered into 
these Taccounts and the required cash flows found – often as balancing figures. 

 NB: If there is evidence of a revaluation, remember to include the uplift in value 
on the debit side of the asset Taccount. 

 In some cases, insufficient detail is provided to produce separate asset and 
accumulated depreciation accounts. Instead, a carrying amount account should be 
used: 

NCA – Carrying amount 
                                                                     $                                                                          $ 

Carrying amount b/f                      X      Disposals at carrying amount                  X 
Additions at carrying                     X 
amount (= cash to 
purchase PPE)  
Revaluation                                     X         Depreciation charge for year                X 
Carrying amount c/f                       X 

                                                                 –––––                                                                  ––––– 
                                                                      X                                                                          X 
                                                                  –––––                                                                 ––––– 

9 Cash from financing activities 

 Cash inflows from financing activities may include: 
 Proceeds of the issue of shares 
 Proceeds of receipt of loans/debentures. 

 Cash outflows may include: 
 Repayment of loans/debentures 
 Dividends paid 
 Interest paid. 

 Note that IAS 7 permits interest paid to be classified as a cash outflow within 
either operating activities or as a financing activity. The important point is to 
ensure that the cash outflow for interest paid in the year is classified either within 
operating activities or within financing activities and not included twice within the 
statement of cash flows. 
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 Calculation of the proceeds from the issue of shares is derived by comparison of 
the amounts included in the statement of financial position brought forward and 
carried forward on two accounts: 

 Share capital 
 Share premium. 

 Note that, if there is a bonus issue made in the year, this will not result in a cash 
inflow. 

9.1 Calculation of proceeds or repayment of a loan 
 This cash flow is derived by comparing the brought forward balance with the 

balance carried forward. A fall in the amount outstanding indicates that all or part 
of the loan has been repaid in the year (a cash outflow). An increase indicates that 
there has been a further loan received in the year (a cash inflow). Note that this is 
one of the few cash flows that could be either a cash inflow or a cash outflow. 

9.2 Dividends paid 
 A company can only account for dividends paid to its own shareholders on a cash 

basis in the financial statements. As dividends paid are effectively paid out of 
retained earnings, it is usually necessary to reconcile the opening and closing 
balances on retained earnings to identify any dividend paid in the year as a 
balancing figure. 

10 Question  

Statement of financial position of Geronimo at 31 December 
                                                                                                               20X6                   20X5 
                                                                                                               $000                   $000 

Noncurrent assets                                                                  1,048                    750 
Accumulated depreciation                                                     (190)                   (120) 
                                                                                                  –––––                  ––––– 
                                                                                                     858                     630 
Current assets 
Inventory                                                                                       98                     105 
Trade receivables                                                                       102                     86 
Dividend receivable                                                                     57                      50 
Cash                                                                                               42                      18 
                                                                                                   –––––                 ––––– 
                                                                                                     299                      259 
                                                                                                   –––––                 ––––– 
Total assets                                                                                1,157                  889 
                                                                                                    –––––                ––––– 
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Equity and liabilities: 
 
Share capital                                                                              200                   120 
Share premium                                                                         106                     80 
Revaluation surplus                                                                  212                     12 
Retained earnings                                                                     283                   226 
                                                                                                  –––––               ––––– 
                                                                                                    801                    438 
Noncurrent liabilities: 
Loan                                                                                            200                   300 
Current liabilities: 
Trade payables                                                                            77                     79 
Interest accrual                                                                             3                        5 
Tax payable                                                                                  76                      67 
                                                                                                   –––––             ––––– 
                                                                                                     156                   151 
                                                                                                   –––––             ––––– 
Total equity and liabilities                                                     1,157                   889 
                                                                                                   –––––             ––––– 
Statement of profit or loss for of Geronimo for the year ended 31 December 20X6 
                                                                                                       $000 
Sales revenue                                                                              1,100 
Cost of sales                                                                                 (678) 
                                                                                                      ––––– 
Gross profit                                                                                     422 
Operating expenses                                                                     (309) 
                                                                                                      ––––– 
Operating profit                                                                             113 
Investment income 
– interest                                                                                          15 
– Dividends                                                                                      57 
Finance charge                                                                              (22) 
Income tax                                                                                     (71) 
                                                                                                       ––––– 
Net profit for year                                                                           92 
                                                                                                       ––––– 

1) Operating expenses include a loss on disposal of noncurrent assets of $5,000. 
2) During the year and item of plant was disposed of. The plant originally cost 

$80,000 and had accumulated depreciation to the date of disposal of $15,000. 
 

Prepare Statement of Cash Flows using indirect method. 








