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#r § Don’t Panic!
ST 4
A

thorny issues.

-— So far we have dealt with the mechanics of recording
- and presenting accounts information. Lets now intro-
.__:'E' duce some of the devices you may need to tackle mo

Don’t Panic!

Compared with other types of software — like word
processors or spreadsheets — an accounting applica
must adopt a more cautious approach to the direct
editing or manipulation of information. This approach
is vital in safeguarding the integrity of all completed
entries — including any mistakes!

To guard against tampering with the figures, an
accounts environment cannot allow deletion of mistal
(or anything). The audit trail must be complete —
warts and all!

Therefore, one of the first things you will want to knov
is ‘when | put a foot wrong, how do | get back on
track?’

The first section of this chapter is designed with that
pelestion in mind and it describes some of the ways y
can rectify any posting errors.
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-4 Having concentrated on the correction of individual
_a@ book-keeping entries, the chapter then goes on to exam-
- ine some of the corrections — or adjustments — that
<m YOU may need to enter at the end of each period or
.-a Tinancial year in order to produce an accurate and
- realistic set of accounts. These include...

oy o Provisions
A . Stock adjustments
==« Asset purchase and depreciation

=  Bad Debts
v

- * Year end adjustments
<=« Audit adjustments

“;= There are many ways of preparing a set of accounts
5= there are also many ways of making adjustments to
== those accounts. We do not suggest that any of the
s Procedures in this chapter (or anywhere else in this
—= Manual for that matter) are definitive ways of doing
= things.

“w» While this chapter cannot address every accounting
‘¢ Issue or predicament that you may encounter, it will
~¢ hopefully keep you afloat until a professional — in the
i form of your accountant can come to your rescue.

i

Don’t Panic!
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Don’t Panic!

KL
2z ] Contra - when things go wrong...

& Even the smallest business may have to deal with a startling number of accounting transactions during the
2 financial year...

':‘_3 ...what is less surprising is that the odd gremlin always manages to sneak its way into the

'__. - When misfortune strikes, most book-keeping errors can be rectified by enteangyato completely reverse the
.= original (and incorrect) posting. You may think of Contras as being some rebel force somewhere in Central
f.ﬂ' America but we use the word here to mean a transaction which is the complete reverse of an earlier transe
:-: and so undoes it.

:= Having neutralised the initial error, you can then re-enter the transaction correctiplld@heg examplesllus-

:-5 trate some of the ways in which you can use a contra to extricate yourself from the mire...

=
<=
=
=

diEduiov
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Don’t Panic!

=L |
#r § Correcting Sales and Purchase Ledger Transactions

& Here, we look at the ways you can rectify some of the mistakes that can arise when posting transactions tc
“2 customer and supplier accounts.

':‘_3 1. Incorrect value posted during invoicing

"_.# When tackling this type of error, you can always enter an invoice or a credit note to make up the difference
second and, perhaps, safer approach is to reverse the incorrect posting altogether then try again...

oW

S

3 » Enter a credit note to cancel the original
- REFERENCE DEBIT | CREDIT | BALANCE invoice

] 1st (incorrect invoice) | 350.00 350.00 Allocate it t tralise the invor

2| Credit Note contra 350.00 0.00 Aflocate [tto neutralise the invoice
; 2nd (correct) invoice | 530.00 530.00 | = Re-enter the invoice correctly.

'fa _This diagram Description Debit Credit
" illustrates how

= these transaction$ 1st (incorrect) invoice
- may look from Sooc:]s purli:hglsedC o 350.00 250,00
= the General urchase Ledger Contro :
o= Ledger’s point of | credit Note

T view... Goods purchased 350.00
7 Purchase Ledger Control 350.00

i

j"" Final (correct) invoice

Bl Goods purchased 530.00

i Purchase Ledger Control 530.00
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g Don’t Panic!
.'# 2. Invoices posted to the wrong customer (or supplier) account

‘& To resolve this particular dilemma, you should first ‘contra’ the original (incorrect) invoice by means of a Cr
‘% Note then re-enter the invoice correctly like this...

“3 For the customer (or supplier) who has been incorrectly invoiced...

L
o REFERENCE DEBIT | CREDIT | BALANCE
<3| 1st (incorrect) invoice | 500.00 500.00
& | Credit Note contra 500.00 0.00
o
]
i
=
~= * Enter a credit note, using the same |tem|sed Desenption Debit Credit
“»= breakdown as the original invoice posting.
"= « Using the Allocate Unallocated Cash command, | 1st (incorrect) invoice
S® allocate the credit note to the invoice to cancel (Eete Il a2z 500.00
. Purchase Ledger Control 500.00
& the transaction.
_q For the customer or supplier who should have been | Credit Note
™ invoiced Goods purchased 500.00
Ty R Purchase Ledger Control 500.00
— * Re-enter the invoice correctly.
;“ Final (correct) invoice
B Goods purchased 500.00
'_;uj. Purchase Ledger Control 500.00
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g Don’t Panic!
.'# 3. Correcting Payments

& \Wrong payment amount: If you need to correct a payment (usually on account) which, although entered ac
‘& the right account, has been entered for the wrong amount...

=3 . cCancel the original by entering a
il

-& M for the same (incorrect) Malnline Communications Lid

e 3 . -
= amount. W i
=, W

M Do Purchose Refund

M
=
]
L]

Click the Allocate box to cancel the Reference: Revarse Paid <

= original payment. Date of Refund: [25-Sep-1997| Refund Number:

:'v-'-"' « Re-enter the Payment correctly. Amaunt: 75.00] Total Allocated: -75.00

= Re-paid by: | Chegque w| ..to Currénl Account

>

y Eoriy Settiement

2 Iem Amount  Allocate

'=' Amount Date Allocate
-:a Payren - 6]

. OIS a5 [ | |
= : e
) Save | loere | Choe |o] | c{%]

= Wrong Supplier: If payments have been entered » Enter a Refund then allocating it to the incorrect
= against the wrong supplier then use the refund com-  payment.

“m Mand as above and re-enter the payment against the,
@ correct supplier like this...

Re-enter the Payment against the correct sup-
plier account.

Ly
_'“ But! What happen# the correct payment has been made to the incorrect suppliel
o the payment has already been entexred allocated... ...

L
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g Don’t Panic!
.# Wrong supplier payment already allocated:

& |n these circumstances you will have cleared the original invoice and the payment — messy!

“* You may think that the best way to overcome this problem would be to simply re-enter the original invoice
=3 you would be wrong because that would duplicate the actual purchase in the accounts.

'-‘- - - - -
- To overcome this problem you would first need to reverse both aspects of the cleared transaction — in oth

:: words, the incorrect payment and the original invoice(s)...

=

o Select the relevant supplier ac-

L'E' REFERENCE STATUS DEBIT CREDIT BALANCE

< | Original Invoice | Paid 29.14 29.14 count.

. Incor_rect Payment | Allocated 29.14 0.00 | o Referring to the original invoice(s),
“®| Rendoonsa | Alocasd | 2014 | | Toop| onerasiediinote toreverse the
3| Reentered invoice Outstanding 29.14 29.14 invoice posting(s).

- » Enter a Refund for the full cheque

" amount and, in the Refund window,
allocating the refund to the credit

=
) note(s) that you have just entered.
=) Now! you can enter the invoice(s) for a
== second time so that the unsettled debt
" resurfaces in the books

i

-
K
- ;-
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g Don’t Panic!

:.3 » Re-enter the original invoice details. 4. Cheque Lost in the post

{! This is how the results filter through to the General ~ You have paid a supplier, entered the payment in the
— Ledger Purchase ledger - allocating against the supplier in-
=3 voice then, later it appears that the cheque was neve
-3 | Description Debhit Credit received.
a2 s (s s » The first thing you do is cancel the cheque at the
o VAT Account 4.34 bank.

= Goods purchased 24.80 « Send out another cheque.

=i, Purchase Ledger Control 29.14 )

] Regarding the accounts...

:, Incorrect Payment Either
e Current Account 29.14 _

e g Purchase Ledger Control 29.14 e Do nothing - the new cheque forms the pay-

. _ — ment you have already entered except that the
;= | Credit ”C\’/tszeXefseSt'”VO'Ce 4 an date and reference may be wrong

) ccoun . Or

- Goods purchased 24.80 .
o Purchase Ledger Control 29.14 * Enter the new Payment in the usual way mak-
= ing it clear in the reference box that it is a

= Refund reverses wrong payment second payment.
- Current Account 29.14 . . . ..

> Purchase Ledger Control 2914 | * Enter a Refund, allocating it against the original
> payment and making it clear in the reference

@ | 2nd (replacement) invoice box that it is clearing a lost cheque.

-, VAT Account 4.34
A Goods purchased 24.80
R Purchase Ledger Control 29.14
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g Don’t Panic!
.i# 5. Correcting Receipts Cancelled chequesYou may find that having paid a

& |ncorrect receipts in the Sales ledger can be correcte§4§tomer’s cheque into the Bank, itis e

‘% a similar way to the payments (above). ::Ztrl:;g?%:i;Sﬁ:rllK/urr:gd\l/L:]ey(r)nuaﬂer KL

should reverse the receipt for

=3 To do this, use the Refund command...
"

= + Enter a Refund allocating it to the incorrect the sales invoice(s) in
- - :

i receipt. question.

:‘ﬂ- * Re-enter the receipt against the correct cus- This first case

. tomer account. is unlikely, but

1:5 Similarly, use the Refund facility if you need to correcif you have
o A receipt (usually on account) which, although entere¢ntered the_
- against the right account, has been entered for the money received
- wrong amount... but havenot yet

- - : allocated it to the relevant invoices then all you need
== ¢ Cancel the original receipt by entering a Refund 4o | ra) th iinal ch y .
- for the same (incorrect) amount, allocating it to 0 is cancel (or contra) the original cheque amount...

oy the two entries. * Select the relevant customer account.

Re-enter the receipt correctly. * Enter a Refund for the full cheque amount,
allocating it to the original receipt.

This leaves the original invoice(s) sitting on the books
— and still awaiting payment.

So far, so good! Buvhat happen# you have already
allocated the dishonoured cheque to the invoice(s)
thereby clearing the transaction?

U

e gieldli

Ci,
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g Don’t Panic!
.# Cheque cancelled after payment allocated:

& |n these circumstances you will have cleared the original invoice and the receipt — tricky! You cannot ovel
‘% this problem by simply re-entering the original invoice(s) because that would duplicate the actual sales in tl
~% accounts.

=2 To overcome this problem you would first reverse both aspects of the cleared transaction — in other words
=3 dishonoured receipt and the original invoice(s)...

i .

/a | REFERENCE STATUS DEBIT | CREDIT | BALANCE Select the relevant customer

., | Original Invoice Paid 940.00 940.00 account.

\ Bounced cheque | Allocated 940.00 0.00 | « Referring to the original invoice(s),
. Credit note contra | Allocated 940.00 -940.00 :

enter a credit note to reverse the

/4 [ Refund contra Allocated 940.00 0.00 . . t—

- Reentered invoice | Outstanding 940.00 940.00 invoice posting(s).

» Enter a refund for the full cheque
amount then, in the Refund win-
dow, allocating it to the credit

~=
T
¥

H; note(s) that you have just entered.
2 You can now enter the invoice(s) for a
second time so that the unsettled debt

- )
=i resurfaces in the books

™

i

-
o
- ;-
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.i% *+ Re-enter the original invoice details but under a
<& new number and with a reference which makes
. it clear that it is a repeat invoice.
= Description Debit Credit
i)
= 1st (correct) invoice

4 VAT Account 140.00
*, Goods sold 800.00
2 Sales Ledger Control 940.00

o

. Receipt bounced cheque
o Current Account 940.00

Sales Ledger Control 940.00

=

.=, | Credit note reverses invoice
- VAT Account 140.00

. Goods sold 800.00

= Sales Ledger Control 940.00
=

= Refund reverses bounced receipt

— Current Account 940.00
- Sales Ledger Control 940.00

g

“w# | 2nd (replacement) invoice

o VAT Account 140.00
-, Goods sold 800.00
A Sales Ledger Control 940.00

b

Don’t Panic!

This is how the results filter through to the General
Ledger

If there is any doubt whether this debt will be settled,
you should enter had debt provisioas described later
in this chapter. That section also describes how you
remove the debt altogethence you have established
there is no possibility of payment.
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g Don’t Panic!

:-3 6.The ‘Penny out’ syndrome » Look at the Account Status report and assess
‘& There will be occasions when you pay on account (or tbhe; effect that the discrepancy is having on the
alance.

‘& are paid on account) only to find that when the final
=% invoice surfaces, there is a rounding difference amouiitthe balance needs to be reduced by the amount of
-£& ing to only a penny or a few pence. discrepancy then you will require a Miscellaneous

=% You may also find that a customer will pay a few pendgredit— and vice versa.
== over or under the proper invoice amount and it is not « Choose the Enter Other Transactions option
& worth the hassle of chasing up the difference. This from either the Sales or Purchase menu.

== doesn’t really matter in real terms but you will find thaf ~hoose the transaction type as Misc. Credit or
1=, these small amounts make Statements and other reportgisc. Debit

o4, |00k untlc%y and sometimes difficult to deC|phe-r. . The Analysis code should be the same as a
<3 Bottom Line only allocates exact amounts which leaves .qqe ysed on one the items on the original
<= whole payments or receipts unallocated for wantof a iy pice.

.=, few pence littered about. You can use Miscellaneous
== Credits or Debits to clean up the litter for eitBedesor :
~= Purchasaccounts like this...  Leave the VAT amount as zero.

- » Allocate the miscellaneous debit or credit
against the original invoice using the Allocate
Unallocated Cash facility.

Enter the amount of the discrepency.

L Appendix 2 - 13



Don’t Panic!

Ay
2r J Correcting General Ledger Postings

& |ncorrect postings to the General Ledger accounts can arise in one of two v
i
-3 Journal entries

. Using the double entryournal facility you are able to post a transaction direc
- to the General Ledger accounts by nominating the account numbers and ar
.= to be debited and credited. Once the Journal has been posted, you may di
f.ﬂ' that you have specified the wrong account number or amount — in which case.. Original transaction
{5 If the mistake has been identified in the same accounting period as it was e
- tered, simply use the Journal facility to reverse the original (but incorrect) pc
., as shown here...

- ...then re-enter the transaction correctly.

~= If the mistake only comes to light in a subsequent accounting period then u
o, Prior Period Journdb reverse the error and re-enter the correct details.

=]

o

Contra reverses the
effect of the original

U

e gieldli

Ci,
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g Don’t Panic!
.# Posting from the Sales and Purchase Ledgers

‘& \When posting invoices or credit notesalysis codeare used to map each type of item to the correct General
‘% Ledger account. Once a transaction has been posted to the General Ledger you may find that it fails to ari
=% correct destination account.

=2 This could be due to two reasons:
:: 1. When entering the invoice (or credit note), you inadvertently specified the wmnangsis code
) In this situation, the error should be rectified by using a contra and a corrected transaction in the relevar

:& or Purchase ledger then allocating them together — as desehibed If you were to use Journals to correct

- : . : L

. these transactions then, yes, you will correct the error in the General Ledger but you will still have an ert
:: your Sales (or Purchase) analysis.

- 2. You used the correct analysis code but this has been linked to the wrong General Ledger accaunalyisithe
, code record
= _
= In this case...

= * Use aJournal (or Prior Period Journal) to contra the posting that has already occurred.
S® + Enter arevised journal to simulate the correct posting from the Sales (or Purchase) ledger.

= To prevent the same mistake happening again, open the offending analysis record and ensure that
?_' it is linked to the correct General Ledger account number.

™

i

-
o
- ;-
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=L
2t J Clever Contras

1 Having introduced the contra as a means of reversing a posting, here comes the clever stuff..

i

-3 Suppose you owe money to a supplier who, at the same time, owes you money as a customer. Both of yo
‘3 decide to settle the two debts by off-setting the common debts. A cheque may then change hands to settle
difference in the two outstanding balances.

Here’s an example...

Imagine that you owe your supplier £2,000 — while the same
party (as a customer) owes you £2,500. Imagine also that yo
have just received a cheque for £500 to settle the score.

The book-keeping entries must have the following effect...

* In the Purchase Ledgeredit £2,000 from the supplier’s
account to reduce the balance to zero.

* Inthe Sales Ledgeeredit £2,000 from the customer’s
account to reduce the balance to
£500. The supplementary receip_
of £500 can then be entered

thereby clearing the customers
balance.

& receipt respectively.

_J-'l This transaction can be carried ok this...
©
L
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-

=

:! Contra’d False Payments

-‘& This contra relies on the nornfahymeniandReceipt ! )
‘® procedures - you simply pretend that both the custom@fcount will show a false payment and a false receip
=% and supplier transactions have happened...

““® |n the Purchase Ledger:

Select the relevant supplier account

Choose Payment and enter the value £2000,
allocating the £2000 invoice.

Ensure that the payment goes to the same
General Ledger account (probably Current
Account) as Cash Received.

Make it clear in the Reference that this is a
contra.

“i= In the Sales Ledger:

Select the relevant customer account

Choose Receipt and enter the value £2000 (not
the full £2500).

Make it clear in the Reference that this is a
contra.

Choose Receipt again, enter the remaining
£500 and allocate both the £2500 invoice and
the previous £2000 contra.

Don’t Panic!
This completes the transaction but you will notice if
you visit the General Ledger that the bank (Current)

which cancel each other out.

If you have created a reconciliation file for this ac-
count...

 Open the reconciliation
e Group the two contras together
» Delete the group to clear the false payments

Although the payments have been cleared from the
reconciliation they will still remain in the General
Ledger. For auditing purposes, the transaction refer-
ences will show that they form a contra charge.
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Don’t Panic!

e
2z ] More Accounting Issues

1 Way back, inChapter ] we introduced the principle objectives of accounting — namely, the procedures to ac
= rately record, summarise and present the financial position of your business. To briefly recap...

=3
"

From simple In Bottom Line, transactions can be posted directly to the General Ledger using the douk

Book-keeping... entry Journal facility or posted indirectly via the Sales and Purchase Ledgers. This daily

) process of recording and balancing transactions is dadleki-keepingand it provides the

:5 bases from which your financial statements are derived...

:& ...to ManagementThe Balance Sheeshows where you are in financial terms on a particular date — while the
and Financial réle of theProfit & LossAccountandHistory reportis to explain how you got there. These

= Accounting... two financial statements can be produced each period to provide the internal manageme

- accounts which enable you to plan and manage your business affairs effectively.
'I'} Furthermore, there will be times when you need to communicate the results of your ende
':a to an external and diverse audience — such as the bank, Inland Revenue, share-
e holders, a prospective partner — so that they are able to assess your perfor

- ance. Documents which are drawn up for external scrutiny are referred to 2
) financial accounts and, in the case of limited companies, they need to be

= audited annually to ensure their compliance with the Companies Act.
?__' To ensure that all recipients — whether internal or external — are presente

R with the true business facts, it is vital that the summarised statements presg

‘_3' realistic assessment of the profit (or loss) made. To this end, you may neeq

1‘5 make certain adjustments and amendments to the trading profit — some o 5...
. which are now describeaer the page..

&
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g Don’t Panic!
2r J Provisions
& \When you know that you have a liability, it is always a good idea to provide for it in the accounts.

i
_" Suppose that you have made a purchase or someone has carried out a service for you and, at the end of ¢
3 ing period or at the end of a year you have not yet had an invoice.

_:= In this situation you should entepao\_/isic_)_n in the account. A provision is simply a _temporary adj_us_tment, in_—
iy tended to take account of a known liability. It does not take the place of the real invoice when it finally arriv
- Entering a provision:

=4 To enter a provision, you need a Balance Sheet account to show the liability...

+= + Enter a General Ledger account ‘Short Term Provisions” in the Current Liabilities category.

“2 Use alournalto create the provision like this...

. ¢ Debit the Profit & Loss account which would - . .
=y} : Description Debit Credit
ey normally bear the cost and Credit the above

. ‘Short Term Provisions’ account. Provision for 4th Qtr Power charge

e Heat Light & Power 825.00
o Short Term Provisions 825.00

-

] Anything goes
e A provision, by its temporary nature can bg
w entered using an estimated figure. Thus i

& | you know that you are going to be hit by a large
“o# | invoice for having the roof repaired then you woulgl
“im | simply estimate what you think it is going to cost. | DONT FORGET to get rid of the provision...
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g Don’t Panic!
."# Reversing a provision:

‘& Once the real invoice or charge comes to roost, get rif
‘% of the provision like this...

Special provisions

Some provisions are made under special
contingencies, for example Bad Debt provj-

'é; * Prepare a contra journal to reverse original sions or End of Year provisions described later in thi
> provision(s). chapter. These would be reversed whenever they n
- longer apply.

== |Description Debit Credit

- Reverse Provision for Power charge

\ Heat Light & Power 825.00

T Short Term Provisions 825.00

B

& . Enter the genuine invoice or charge in the
<= usual way.

=

=

diEduiov
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iy Don’t Panic!
2r § Stock Adjustments However! The £150 spent on acquiring your initial
stock also purchased 5 unsold teapots. While these

% |n the pursuit of profits, many businesses generate : :
‘® income by acquiring goods with the intention of re- unsold items have cost the business £37.50, they do

= selling at a higher price. For example, imagine that ygaoresent a dlrect_ sales cost for_ this period — t_hey ar
-28 have set up an emporium selling chinaware and, current asset available for sale in next accounting

=4 at the beginning of your first month, period.
Z4 you buy 20 teapots costing £7.50 4 If we add this factor to our calculations...

& each for a total of Sales:

<3 £7.50x20=£150. . Total sales (15 teapots @ £12.00 ea.) £180.(
= Imagine Cost of Sales:

- £12.00] also that, at

- _ the end of the month, you have~dd opening stock (teapots purchased earlier)  0.C
LN b . sold 15 teapots for £12.00 each — Add stock purchased (20 teapots @ £7.50 ea.) £150.
= o total of £12x15=£180. Lessunsold stock (5 teapots @ £7.50 ea.) (£ 37.50)
=] ' Clearly, you have made a profit... Total Cost of Sales £112.50
“}: Gross Profit =Total sales - Cost of goods sold

-..buthow much? _ then we arrive at the true gross profit of

-
“ap COst of Sales £180.00 - £112.50 = £67.50
7w Using the standard equation of calculating gross profit,
o You might be inclined to say that you have made £30
i profit (E180 sales - £150 cost of sales).
)
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e gieldli

Co

:-3 Profit!

‘& So! The definitive formula for calculating Cost of Stocklaving said that any stock remaining at the end of th
‘& at any point is:

D Cost of Sales = Opening Stock value

+ Stock Purchased A
+ Stock Purchased B ...
+ Stock Purchased N
- Current Stock value

Don’t Panic!
Stock accounts needed

period represents a business asset, you need to enst
that you have the followinBalance Sheet account

» A‘Stock-in-hand’ account (Current Assets)

When Bottom Line calculates gross profit for a partict
lar period, it needs to account fgoening stock stock
purchasesandcurrent stock values. You should
ensure that you have the followifgofit & Loss ac-

Don’t forget Opening Stocks

In the above, simplexampleyou will

notice that we added a line for opening
stocks — with a value of zero. This is in case we
some pre-existing stock of teapots at the start of

trading — this enables us to deduct our unsold teg-

pots without worrying about the fact that some of
them were already there at the outset.

In practice you will probably only want to record
Opening Stocks at the start of a financial year (aft
year-end stocktaking). Thereafter you will add
purchases in this financial year under the relevant
Direct Cost categories.

counts(usually under Cost of Sales)...

* An ‘Opening Stock’ account to record residual
stocks at the start of your financial year.

had Stock Purchase accounts (of varying categories
if necessary) to record the purchase of stocks
throughout the year.

* A ‘Current Stock’ account to record the stock left
unsold.

=

An example of the positioning of these accounts look
nr bke this...
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Don’t Panic!

Having set up the required accounts...
BALANCE SHEET

* In the Purchase Ledger, create purchase
ASSETS lysi d(s) which link to the Stock
Fixed Assets analysis record(s) which link to the Stoc
Purchase accounts that you have just created.
Current Assets
Stock

Stocks for Resale (Stock-in-hand)

Current Liabilities
LIABILITIES
CAPITAL
PROFIT & LOSS ACCOUNT
REVENUE

Direct Costs

Opening Stock . . .
mplicating the i
Purchase A for Resale Complicating the issue

Purchase B for Resale We have noted the need for an Opening

Stock and a Current Stock account — and,
Current Stock

for simplicity, we continue to discuss just one ac-
G Brofi count for each purpose. However, there is no reago
EXPENSErS?SS rofit why you should not have multiple opening or curren
Profit or Loss stock accounts to track the variation of a variety o

stock categories.
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."# Set up Opening Stock Values

‘% value your opening stocks at the outset.

=3 . Debit the stock value to your ‘Stock-in-hand’
‘=2 account in the Balance Sheet.

:53 This should form part of thepening balanceduring

= then you will have to enter the value vidairnaland,

~= balance it.

“2. Debit ‘Opening Stocks’ (in Expenditure) with the
: stock value.

» Credit ‘Current Stocks’ (in Expenditure) with the
same value.

L: It is safe to assume that, at the point of time when yo
= create your accounts the opening and current stock
value will be the same.

== Everyday stock acquisitions

T You are now ready to start recording the stock transa
& tions for the period. Returning to our example, this
“g¢ iNVolves...

e
i

Don’t Panic!
* In the Purchase Ledger, enter the supplier

& \When you create a new set of accounts you will have tolnvoices using the analysis codes which map

these purchases to the ‘Stock Purchase’ ac-
counts —then post the transactions to the Gen-

eral Ledger.
Stock valuation

2 the initial period. If you debit this value at a later dateS You will appreciate from thebove examplethe

value of stock remaining (the current stock) at any tin

=3 of course there will have to be a corresponding crediticrucial to the accuracy of your profit calculation. A:

a result you should devise a way of recording the re-
sidual value of stock for accounting purposes. This
may be done by means of a sophisticated Stock Con:
system or it might only be done by sticking a finger in
the air and guessing the value of remaining stock.

—

Auditors like exact valuations

However accurate or inaccurate your stogk

valuation during the year, your end of year
valuation should be spot-on for your official end of
Pyear accounts or audit. Your auditor may insist on
witnessing a physical count of every item of stock
This is why many businesses drop everything to go
through a stocktaking exercise.
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."#% Whatever method you use to value stocks you will
@& probably only find it necessary to record a revised
«a, valuation at the end of each accounting period. The You may be wondering why the unsold
o valuation may vary either up or down. items in our example are valued at their cos
price (£7.50) rather than their selling price (£12.0Q).
After all. if some items have already been sold at th
higher price then we can assume that the remaining
stock will also sell for the same price... .. or can we?

This introduces th@rudence Concepiof accounting
— and one aspect of this concept specifies that a
(profit cannot be anticipated before it has been real-
ised.

The art of being prudent...

24 |f the stock valuation has decreased during the periog
=4 (stocks have been used up)...

==« Use the journal facility to debit the ‘Current
@ Stock’ account with the variation and credit it to
-4  the ‘Stock-in-hand’ account.

+= |If the stock valuation has increased (stocks have bee
2 replenished)...

=. Use the journal facility to debit the ‘Stock-in-
~= hand’ account with the variation and credit it to
"= the ‘Current Stock’ account.

= The Profit & Loss Account now shows a more accurate
e gross profit for the period.

gdasdadvo

E‘
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."# Stock accounting in practice Sales:
& Ourexamplelooked at the stock transactions for the Total sales (15 teapots @ £12.00 ea.) £180.00

3 first period of trading only — but how do you account 1qtq sales (45 teapots @ £12.00 e25%0.00
=% for selling your remaining stock (and any new stock) in £790.00
-£4& subsequent periods? '

=3 Moving swiftly into the second period of trading, let's Cost of Sales:

% assume that you want to top up your teapots in anticiggld opening stock 0.00
= tion of further sales. This time, the manufacturer offeysdd stock purchased

=4 more generous terms and agrees to provide 100 more (20 teapots @ £7.50 ea.) £150.0
& teapots at £6.00 each (instead of £7.50). By the end @f4 1ock purchased

.+ the second period, you have sold 45 teapots at the same (100 teapots @ £6.00 ea.)£600.00
<=, retail price of £12.00. ' 'mo
~= The cumulative gross profit calculations at the end of Lesscurrent. unsold stock

2= the period would look like this... (60 teapots @ £6.00 ea.)£360.00)
H; More about stock... Total Cost of Sales £390.00
- « In the world of accounts, it is common td Gross Profit £330.00

assume that stock which is bought first is
sold first.

* The above treatment of stock is one of many
different ways of approaching the problem. Yol
may prefer to talk to your accountant to see hoy
he or she would prefer to see it done.

e gieldli
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gL |
#r 3 Fixed Assets

-8 Purchasing a fixed asset
£
3 In the normal course of trading, a business is likely to invest some of its hard earned income

_"_:3 acquiringfixed assets— such as machinery, equipment, furniture or vehicles which are intend«g

=2 be used within the business rather than resold.

el
"™~ When you purchase a fixed asset then the business is not immediately incurring any expense or loss of pre
What it is doing is exchanging one asset (cash) for another asset.

S
- Whenever you purchase a fixed asset, this is what you do...
+= » Create a General Ledger account in the Fixed Assets category for the required type of asset.

&« Ensure that you have set up a Purchase Analysis item which reports to the relevant Fixed Asset
& category in your Balance Sheet.

<=« Enter the purchase invoice via the Purchase Ledger using the above analysis code.

¥
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."# Purchasing a fixed asset by hire purchase * VAT: If VAT is payable, it is common for that to be

& |f you purchase a fixed asset through a hire purchase P&id up front as it is recoverable by your business
‘® agreement, the objective is to create a new asset and toth€ current quarter.

=% immediately exchange it for a down-payment and the HP Interest: Itis not necessary to record the inter-

<24 remainder on credit. est payable over the HP period as a liability as this

=# There are a couple of points to remember with this type NIy Pecomes due on each instaiment date.
‘= of transaction. .. To illustrate an HP transaction, lets assume that you

- buying some new equipment
| worth £9000.00 over a 3 year
| term. You have VAT to pay as
i well as an arrangement fee and
| insurance to protect the lender.

=+ Down Payments:There will be an initial cash down |
== payment which is usually paid by cheque. .
="+ Additional Payments: There may be other up-front |

payments like arrangement fees and perhaps credit
= insurance.

- I : [ g | A hire purchase transaction
« HP Credit: It is usual in a set of accounts to catego- L w0 needs théollowin
rise liabilities |r.1t0:_ N _ . Bl 'i"".‘-h . General Ledger
« Short Term Liabilities — which are due within the -~ = Jccounts. ..

next 12 months

* Long Term Liabilities — which are due after 12
months

As a result, if your HP term is longer than one year
then you can show 12 months’ repayments as Short
Term and the remainder as Long Term. Work out the
total instalments payable in the next 12 months
(excluding the interest element of those payments).

Yudu
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Ay
.i% ¢ Ensure that you have entered the following
@&  accounts:

Don’t Panic!

BALANCE SHEET

‘% i) An account for the Asset category (in Fixed Assets). ASSETS

o Ei . Fixed Assets

= i) Finance costs (in Expenses). Equipment
'5 iif)Insurance (in Expenses). Furniture
':3 iv)Miscellaneous Debit/Credit (in either Current Assets vehicles
:‘ﬂ- or Current Liabilities). Sy —

‘= v) Short Term Hire Purchase (in Current Liabilities).
et . h i Liabilities falli Miscellaneous Debit/Credit
- vi)Long Term Hire Purchase (in Liabilities falling due Current Liabilities
. after 12 months).

-, This diagram illustrates the typical positioning of thes Short Term Hire Purchase

D

- accounts in the General Ledger... LIABILITIES

s Long Term Hire Purchase

e CAPITAL

PROFIT & LOSS ACCOUNT

- REVENUE

= Direct Costs .
== Gross Profit
- - EXPENSES

T e

&« Enter Purchase Analysis Codes linking to i) - iv) Insurance

¢ above. Finance Costs

— . . Profit or Loss
¥ The HP purchase transaction can now be entered in

'_;':l 4 stages...
i
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The Invoice:

Enter the purchase invoice via
the Purchase Ledger using the
above analysis codes for:

» The purchase sum (with VAT)
» The arrangement fee
* The Insurance

. The down payment:

Enter a payment in the normal
way to cover the up-front cash
payments.

* The initial payment
* Insurance premium
» Arrangement fee

Don’t Panic!

3. Clear Debt from supplier:

Enter a Miscellaneous Credit for the remaining debt, use the
purchase code to transfer it to the “Miscellaneous Debit/Credit”
account that you have set up — leave the VAT as zero.

Choose Allocate unallocated cash and allocate the purchase
sum against the cash and credit amounts.

g T | Allocate Payments 0
Mamouth Compulers Lid. # P
Reference: :EIEnr HF Ded &mw
Date Paid: |2-Jan-07 <

Remainder To Allocate: 000
Early Settlement
Item Amount Allocale Amount Dote Aliocote

Tist WF 10516 60 &=
Pagmant “24TS00 [H]
Higo Cr 4160 [F]

Fh

E I T HE

. Assign HP debts:

Prepare a journal debiting the “Miscellaneous Debit/Credit”
account and crediting the relevant amounts to “Short Term Hire
Purchase” and “Long Term Hire Purchase”.
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iy _The above stages amount to the following transactiong What about the Interest?
& in the General Ledger... _ ) i
p The above transactions cover the immedjat
3 Description Debit Credit transactions in setting up your HP purchase
- but there is also interest to pay.
“2& [ Invoice for HP purchase | | di h
= VAT Eanniivell Aceain 1575.00 nterest payments are only enf[ere into t e accopin
) Equipment 9000.00 when they fall due and they will be taken into ac-
:‘ﬂ- Finance costs 50.00 count when the instalments are paid.
; Insurances 291.60 T
= Purchase Ledger Control 10916.60 Create a General ,!_quer account "Hire
\ Purchase Interest” in the Expenses category.
:.5 HP up-front payment Use aCashbook Journdb enter the instalments like
' Current Account 2475.00 this. ..
= Purchase Ledger Control 2475.00 ]
- e Pay the capital repayment to “Long Term (or
- .
- Misc. Credit HP debt Short Term) Hire Purchase”.
¥ q
ey Miscellaneous Dr/Cr 8441.60 « Pay the Interest to “Hire Purchase Interest”.
Purchase Ledger Control 8441.60
Journal to assign HP debt
Miscellaneous Dr/Cr 8441.60
Short Term Hire Purchase 2813.87
Long Term Hire Purchase 5627.73
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Ay
it § Depreciating Fixed Assets Calculating Depreciation

413 Why depreciate? In accounts, there are two principle ways of calculatir

P -
=+ While fixed assets are of long-term benefit to the pusidepreciation charges..

':‘_3 ness, they do not last forever — they wear out or be- The Straight Line method: Here you estimate how

“*2 come obsolete. If this gradual decline is not accountd@ng the fixed asset will last and what its value will be
=3 for the true value of these assets will not be shown orft the end of its

== the Balance Sheet. useful life. Then

S . , : - divide the cost 3 N
= The loss in value of a fixed asset is callieghreciation ” |
~ n val " ! at by the number of 3, \

= and it is recognised in the accounts by gradually writi : =
"= off the cost of the asset as it wears out or becomes ars to give the t
“2 obsolete. Since depreciation represents a cost to thea}nnual deprecia-
23 pusiness which cannot be recovered, this loss is char 20 charge —

. ££
~= to the Profit & Loss Account at the end of each accou € this... Years 1 2 3 4

‘a ing period — as aBxpense The Reducing Balance methodtUsing this method,

= However! The difficulty is, how much you should deduct a fixed percentage from the cost price during:
) charge each period since the loss in value of each fixédst year. Each
“® asset is usually spread over a number of years — butsubsequent year,
~= how many years exactly? Having reached the end ofdexduct the same
~m useful life, can the asset be sold to recoup some of itpercentage from
& cost — and, if so, how much can be recovered? the previous

@ These questions cannot be accurately answered untiMpR"’s balance
U asset is finally put out of use. In the meantime, your (residual value)
“i® only alternative is to estimate your depreciation costs™.. like this... vears 1 9 3 4

“j Appendix 2 - 32
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g Don’t Panic!

.+# Depreciation Example [ e

‘& Suppose you purchased a computer for £2,400 — depreciation each year at 25% wil

D Straight Line Reducing Balance f -

_‘;3 Year 1 £600.00 £600.00 _ e A
Year 2 £600.00 £450.00 R bt B T T

= e i

s Year 3 £600.00 £337.50

2

- Year 4 £600.00 £253.12

-4, Residual value after 4 years zero! £759.38

e Notes about depreciation methods

“B » While the Straight Line method assumes that an asset wears out eve
= its original cost is reduced by equal amounts each year, the Reducing

<= ance method recognises that assets depreciate more in the early years so t
- percentage reduction is based on the written down value, not the original co

* Residual value is supposed to reflect the value of the asset to the business
usable tool of the trade — it is not strictly meant to track the resale value of
asset.

» Opinions vary over the relative merits of each method but your accountant wi
able to advise which one and what percentage would best suit your particuld
business.

— . Whichever method you choose, calculate the annual depreciation amount for each be===gss
._-1? fixed asset then divide this by the number of accounting periods over which the an _ = &
cost is to be spread. '
i Appendix 2 - 33
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.# Recording depreciation

‘& Before we get down to the actual process of recording depreciation, it is important that you know where thi
‘% information is recorded.

“3 Whenever you purchase a fixed asset, its cost price is posted (usually via the Purchase Ledger) to the rele
=3 fixed asset account on the Balance Sheet.

::3 Each accounting period, the calculated loss in value of the fixed asset can be debited to a relevant Profit &
*.5 account thereby reducing the trading profit...

_‘= ...and a corresponding credit is made to the Balance Sheet thereby reducing the book value of the fixed as

1:5 Now, here comes the catch! It is customary that fixed asset accounts show the value of thadecasteds a
o result, it would be wrong to directly credit the loss in value from the fixed asset accounts themselves. Inste
= depreciation cost is shown accumulating in a separate “Provision for Depreciation” account on the Balance
- and it is this account which is credited. Therefore, before recording depreciation, you should ensure that y
-:ﬂ set up théollowing General Ledger accounts...

¥

=
>

U
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.# In the Fixed Assets category (Balance Sheet): Open a Journal in the General Ledger.

& . A General Ledger account “Provision for » For each type of fixed asset, debit the deprecia-
‘% Depreciation” to record the loss In value of tion cost to the relevant Profit and Loss
= ixed assets (it appears as a negative value). account(s).
fixed ts (it t | t
=2 |n the Expenses category (Profit & Loss Account): « Credit the total depreciation cost for the period to
2. A General Ledger account “Depreciation” to the ‘Provision for Depreciation’ account.
*.5 record the depreciation costs for each type of
: fixed asset. Description Debit Credit
:2' Using your chosen method of calculating depreciatiQmepreciation of Equipment 903.12
= Work out the total cost to be charged in each accourjtProvision for Depreciation 903.12
““2 ing period for the fixed assets on your books — a gfofgizﬁ';“f‘;? g‘;’;‘:ég:;”ﬂrsn 70.75 Coe
. spreadsheet application is particularly suited to this T e L 342.98
-:ﬂ‘ purpose. Provision for Depreciation 342.98
"™ Depending on the structure of your accounts, you miay:

g then want to break down the total depreciation figure
e into the amounts to be charged for each type of fixed
" asset. These costs can then be entered each account-
"= ing period as follows...

4

o
¥

i
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#r J Disposal of a fixed asset In the General Ledger:

- To conclude our examination of depreciation, it is worth Create a General Ledger account, “Gain or
‘® noting how you record the disposal of a fixed asset Loss on Asset Sale” in the Expense category.
=3 when it finally reaches the end of its useful life. In the Sales Ledger:

ol

:5 Let’s return to our original illustration of an ageing  « Create a sales analysis record which links to the

= computer. Imagine that, at the end of the third year, yow'Gain or Loss on Asset Sale” account that you

3 have found a buyer have just created.

= = willing to take it off

" your hands for the sum

= of £800. Imagine also

that the computer (origi-

nally costing £2400) is shown on °

the Asset Register as being worth
& £1012 once the estimated depreciajow anadjustment...

“am tion cost of £1388 has been taken

) into account.

- One way to record the disposal of this asset would be as
<= follows...

* |nvoice the sale of the asset to the relevant
customer account using the above sales analy-
sis code.

Post the transaction to the General Ledger.
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In General Ledger:

Description Debit Credit
— _ » Using the Journal facility, credit the original
Sales invoice - asset disposal cost price of the asset from relevant Fixed
Gain or loss on asset sale 800.00 Asset account and debit it to the “Gain or Loss
Sales Ledger Control 800.00 N
on Asset Sale” account.
Journal, Original Cost of Asset « Debit the amount of depreciation already
Equipment 2400.00

charged for this asset to “Provision for Depre-

Gain or loss on asset sale 2400.00 .. . .
ciation” and credit it from the “Gain or Loss on

Journal, Depreciation of Asset Asset Sale” account.
Provision for depreciation 1388.00 These transactions will have. ..
Gain or loss on asset sale 1388.00

* Recorded the Sale

* Reduced the Asset value

* Reduced the depreciation provision

* Recorded a gain or loss on the asset disposal

The resulting balance recorded in the “Gain or Loss
Asset Disposal” account represents the profit or loss
made on actual sale of the fixed asset — a debit bal
ance shows a loss on the sale as we have done hert
while a credit balance represents a profit.
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.3 Bad Debts You will have to ensure that you have the following
& |n addition to the depreciation, there are other losses General Ledger accounts _
3 which you may need to set against your trading profit* “Bad Debt Provision” (in Current Assets — it

=3 For example... appears as a negative value)

--iﬁr Provisions for Bad Debts » “Bad Debts” (in Expenses, in the Profit & Loss
5 Many sales are made on a credit basis — you supply account)

3

goods or services on the condition that the customer T0 enter a Bad Debt Provision:

promises to pay you within an agreed period of time. « Create a Journal to credit the bad debt value to
These debts are accumulated in$fages Control ac- “Bad Debt Provision” and debit the value to

= countwhich appears as an asset on the Balance Sheet.“Bad Debts” in the Profit & Loss account.

I"II .
g ...unfortunately, there is no absolute guarantee that ypu

=

will receive all the money. ] Debit Credit

Alarm bells may start ringing when a customer ignorejsBad Dept Provision

all entreaties to cough up or issues a cheque which gpes Bad Debts (P&L) 564.00

into your bank account only to bounce straight out Bad Debt Provision 564.00
H; again

After further chasing, you may conclude there is no
+= AS soon as you start to suspect that a customer canngpssibility of recovering the debt. At that point, you
== (or will not) settle its debts, you need to provide for a wj|| need to reverse the provision and write-off the de
pOSSible loss so that the value of your debtors in the Comp|ete|y as described in thext section
Balance Sheet is not overstated. This involves crediting

- a bad debt provision to the Balance Sheet which is then

‘“ debited (or charged) to a Profit & Loss “Bad Debts”
account — like this..
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'! The debt still stands VAT relief on Bad Debts
';’, By entering a bad debt provision, you haye Under some circumstances it is possible tp
y not let the errant customer off the hook. claim back VAT which is part of a bad debt.

o The debt still resides in the Sales Ledger, represept¢dheck your VAT handbook to check in each circum-

in the Balance Sheet in the Sales Control account, | stance whether you can claim back the VAT you hav
' paid (Bad Debt Relief). At the time of publishing this
- document, the conditions were that the debt should
= more than six months old, you should have paid the
= VAT and the debt should be written off.

Notice that we do not include VAT inad Debt

Provision because you should not claim Bad Debt
Relief for VAT unless the debt is actually written off.
However, in the next section d¥rite-offs you will
see that there is a facility to enter VAT which is to be
claimed.

S Play safe

a It is prudent to ensure that anticipated losses
= such as depreciation, possible bad debts,
== | whatever — must be accounted & soonas they
= | are foreseen. This ensures that the assets owned by
= the business are never overstated — nor the liabiljties
owed by the business understated.

When combined, these two aspects ensure that the
management and financial accounts always err on the
side of caution and that the users of this information
(including you) are not beguiled by wild flights of
optimism.

e gieldli
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."# Writing off a Bad Debt Don't forget to reverse the provision otherwise you m

@ Once you have established that there is no possibility®t accounting for the same bad debt twice.
‘& recovering an outstanding debt, you need to perma- Prepare to Write Off

=<3 nently remove it... Before you enter a write-off, print or preview theen

“=3 . Clear it from thecustomers balanda the Sales Invoicesto check the exact amounts that are involved
=3 Ledger You may be writing off a single invoice, a number of
*2. Remove its value from the Balance Sheet (from théVOICES Or even a proportion of a single invoice.
%= ‘Sales Control account) Establish whether you are able to cldiad Debt Relief
:2' . Charge the corresponding cost to a Profit & Loss from Customs and Excise.
:; ‘Bad Debts’ account.  If you cannot claim relief then establish the gross
- This process is calledriting off . total amount that you are writing off (Sales + VAT).
= But First, if you have already entered a provision for * If you can claim relief then calculate the Net total
.=, this particular debt you should reverse it... (e)éc';dlr;g ;/AT) and totals for each VAT rate (Stanc
ard, Fuel etc.).
= * Inthe General Ledger, reverse the bad debt ) )
== provision by entering a ‘contra’ journal as de- Actual Write-off
@ scribed earlier In this chapter. The next steps are to transfer the relevant customer
- balance (which is now deemed worthless) to the “Bac
o - » Ensure that a General Ledger account “Bad
Bad Dept Provision Contra ; ; ; :
o P - Debt” is available in the Profit & Loss accounts
. Bad Debt Provision 564.00 .
o Bad Debts (P&L) 564.00 and that you have entered its account number
"I correctly in the Sales Account Detalils.

Appendix 2 - 40



g

Don’t Panic!

@i « Use Allocate Unallocated Cash,

:-!. J_D | Other Transaction |
&1 3

Bad Fayer Lid.

to match the write-off to the relevant

.
|

Transaclion type: | Write off  w| Mg'?m Invoice(s).

Reference: |Bad Debt |  Date:  [15-Dec-96

Analysis code: Amount:

The balance for the offending custome

480.00 is now reduced by the value written off

VAT code; [ ] VAT:

84001 1.1 On posting the write-off to the General

Save | ore | Chse |5

~1@| Ledger, Bottom Line...

.
=

=
=8

diduiov

:.5 In the Sales Ledger:

Select the relevant customer account then
choose Enter Other Transactions.

Set the transaction type to Write-Off

Enter the amount to be written off (this is usu-
ally Net of VAT but may be gross if you cannot
claim Bad Debt Relief).

If you are eligible to claim back VAT, enter the
relevant VAT analysis code and the VAT
amount to be claimed.

Note: If there are two or more VAT totals then
you should enter additional Write-offs with VAT
only.

Description Debit Credit
Write off Bad Debt
Bad Debts (P&L) 480.00
Sales Ledger Control 480.00
VAT Account 84.00
Sales Ledger Control 84.00

Credits the “Sales Control” account thereby reducin
its value as an asset on the Balance Sheet.

Debits the written off amount to the “Bad Debts”
account showing an increased loss.

Debits the VAT account reducing the amount of VAT
that you will have to pay.
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2r § Year End Adjustments Prepaid expenses

‘& The purpose of drawing up the final accounts is to ~ Very often you will find yourself making advanced
‘® present an accurate view of the business’s performanea@yments for goods or services whose benefit extenc
=™ over the past year. This involves... to a number of accounting periods — such as annual

i . : : insurance premiums, local business rates, rent, etc..
=, Recording all transactions for each accounting perlga P

=2  inthe year. Having charged the full cost of a benefit to this year’s

fr.; » Making certain adjustments to the profit for each profit, :[rhe.IEJer:efltt |ttshglf mgyt cta rliy ovler LnEE.the nEth
o accounting period so thapening and current stock year. 10 fiustrate this point, take a Iook this exampie
:2' levelsare correctly accounted for — and that fore- End of year

) seen losses (such @spreciation of fixed asseahd  [sep['Oct [Nov|Dec|Jan [Feb]| Mar| Apr [May] Jun| Jul[Aug
“2  pad debtkare provided for.

=

Insurance Premium paid
However, you may need to carry out some further

adjustments to the final accounts before you can arri\)élere’ the business has taken out 12 months’ cover tc

it at the true profit & loss figure for the year. For ins_ur_e its premises. The annual premium of £2400 w
— example... paid in advance on the 1st September.
o Now! If the accounting year ends on 31st December,
=] the business has paid £2400 but has only received 4
] months’ insurance cover in return — the remaining 8
o months’ cover will be used up in the next financial ye:
w In these circumstances, you should make an adjustm
- to apportion the full expense already recorded in the
i accounts so that only 4 months’ cover (£800) is charg
i to this year’s profit..
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=L |
.% ...while the £1600 prepaid un-expired insurance is
. Balance Sheet.

=% To deal with this example...

“=2 « Ensure that you have a General Ledger account
== for “Prepayments” in Current Assets.

‘:.5 » Prepare a journal to Credit the ‘Insurances’
¥ account with the prepaid £1600 and Debit the
= “Prepayments” account with the same sum.

j= NOTE: This journal must bezversedn the first period
“2 of the following financial year.

St
gt
=

diEduiov

Don’t Panic!
Outstanding expenses

adjustments for expenses, paid in arrears which you
haveincurred but not yet paid for. These outstanding
expenses may include items such as electricity, gas,
telephone.

If you are running a limited company, you will also
need to make provision for the liability foorporation
tax due on this year’s profit and tlest of auditing
this year’s accountseven though the audit cannot be
performed until the next financial year.

The final accounts should include all these expenses
(even if the figures are only estimates). These unpait
expenses are also referred t@asrued expenses.

As for prepaymentslournalsare used to record each
adjustment like this...

* Create a General Ledger account for “Accruals”
in Current Liabilities.

» Prepare a journal to Debit the provisions to the
relevant Profit & Loss account(s) and Credit the
“Accruals” account with the same sum(s).

NOTE: These journals must beversedn the first
period of the following financial year.
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Don’t Panic!

:-3 Work in Progress » Create a General Ledger account for “Work in

& |f your company provides services or manufactures ~ Progress”in Current Assets.
‘% things then there may be work which has been carried Prepare journal(s) to Credit the value from the

=% out for customers but ha®t yet been invoiced relevant Sales (revenue) account(s) and Debit
=3 This work does have real value and should be ac- the “Work in Progress” account with the same
=4 counted for in the year in which it was carried out —  SUM(S).

== otherwise your profits will be understated. NOTE: These journals must beversedn the first

“® Like prepayments and accruals, a Journal is used to Period of the following financial year.
== record the adjustment like this...

The Accruals Concept

Prepaid and accrued expenses introduce the

Accruals Concept. This concept recognises
that in order to present a fair view of the final profit
and loss, income and expenses must be matched to _
the accounting period in which they are earned or  |f On€ were to be precise about accruals and

incurred rather than in the period when cash is re- ~ Prepayments on a monthly basis then this may ad
ceived or paid out. unacceptably to your book-keeping workload.

There is some overlap between this concept and the !f YOU are unsure as to which items should be at-
concept of prudence which calls for the accounts to ténded to each accounting period and which at thg
be prepared on a conservative basis. To comply withY&a end, your accountant will be able to advise o
both concepts, it may be argued that an outstanding NOW 0 prepare a set of accounts which meets yot
liability, such as corporation tax or asset, such as  Pusiness and management needs.

Work in Progress should be recognised as soon a
arises at the end of each accounting period rather
being entered as a single lump sum at the end of
year.

(o}
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Ay

#r § Starting a New Financial Year » For each work in progress adjustment carried

-® As described in thgrevious sectignyour final Balance over from the previous year, debit the reIe_*vant

‘® Sheet for the year may include a number of items — revenue account (Profit & Loss) and credit the

=3 such as prepaid and accrued expenses — which have Work in Progress acc.ount (Balance Sheet).

I been transferred from the Profit & Loss Accountin ~ Once the start of year adjustments have been entere

=4 order that they may be carried forward into the next into the first period of the new year, you are now reac
= financial year. to record the normal periodic adjustments which affec

the calculation of profit...

= Having arrived at the beginning of your new financial
== year, these items should be removed from the Balance Transfer “Current Stock” from the previous
13 Sheet and returned to the Profit & Loss Account since Year's Balance Sheet to the “Opening Stock”
/% they now affect the calculation of the new year’s profit. account

/& This means using the Journal facility to reverse (or « Update depreciation costs and provisions for
==, ‘contra’) the following... bad debts.

“i= « For each prepaid expense carried over from the .. and, of course, all purchase and sales transactions
: previous year, credit the “Prepayments” account  the period.

(Balance Sheet) and debit the relevant expense

account (Profit & Loss).

» For each accrued expense carried over from the
previous year, credit the relevant expense ac-
count (Profit & Loss) and debit the “Accruals”
account (Balance Sheet).
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-3 Audit Adjustments

SC you are running a limited
2 company and your turnover is
=3 above a certain threshold the f
«=3 by law, you are obliged to have
=& your annual accounts inde-
s= pendently checked — or
/& audited — by an authorised
~=, person. This external inspec- ' T
sa, tion is important for the following reasons...

4 « The owners of a limited company — its shareholders — enjoy limited liability. This means that if the con
‘=, were to cease trading because it had insufficient assets to cover the debts owed to its creditors, the sha
== are under no obligation to settle those debts from private means.

“=* Some, if not most, of the company’s shareholders are not involved directly in the day-to-day running of t

= business. Consequently, having invested money in the company, the annual accounts may be the only
~= Information which tells them whether they have invested wisely.

"™ « |n addition to shareholders, a number of the other parties depend on an accurate assessment of the cor
= profits — the Inland Revenue, future investors and the Bank, to name but just a few.

" To ensure the system of limited liability is not abused and to safeguard all parties which need to make imp
judgements based on the company'’s performance, it is the job of the qualified auditor to ensure that the fin

#* accounts comply with a number of legal regulations and that they present a ‘true and fair’ view of the comp
“i¥ financial activities.
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.+# So! Having arranged the annual ordeal of having your

_ca final accounts put under the microscope, the auditor
(<, May conclude his or her inspection by presenting yo
o with a list of adjustments which need to be made.

.4 Since these adjustments now relate to the previous
=4 year’s accounts, they should be entered using the P
+= Period facility in the General Ledger.

& To do this, preparErior Period Journal@s described
=4, fully in Chapter 15) then post each audit adjustment
s=, the relevant period in the previous year and/or the fii
.+, period of the new financial year. On posting each de
and credit, Bottom Line dutifully adjusts the nominat
2 General Ledger account balances for the relevant pe
- and also where applicable, in later periods.
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