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OBJECTIVES

The principles of accounting

Identify the characteristics of financial accougtand reporting information.

Understand the underlying principles, bases, teas®imptions for financial statements.

Recognize the advantages of applying the fundanseotaccounting.

Understand the difference between book-keepingaandunting.

Understand the process of recording for a transacti

Identify and learn to apply which of the 3 accotypes, asset, liability, and owner's equity, afecéd in
a given transaction.

@ Apply the accounting equation in given the accofimtdransactions.

@ Determine whether accounts are recorded as aaretiédit in a given transaction.

@ Understand the importance and application of them@Goncern Assumption (GCA).

© 000 00

Accounting records

@ Thoroughly understand the accounting system angahieus record books.
Recognize the advantages of maintaining accoun¢iogrds.

Determine the correct entries of given transactiores General Journal.
Perform posting procedures to General Ledger.

Perform the steps to taking a trial balance.

Identify the techniques for locating errors.

© 00 ¢ 0

[+

Understand the application of deferral and accruals

Preparing financial statements

@ Recognize the importance and process of preparopep financial statements.

Learn how to prepare financial statements fromial Balance.

Identify revenue and expense accounts.

Prepare profit and loss account (also known aersit of earnings)

Prepare a balance sheet (also known as statemfin&o€ial position) from a Trial Balance.

© 0 ¢ 0

@ Identify a cash transaction as an operating agfiintvesting activity, or financing activity

Important components of financial accounting

Understand the system of managing and recordinfptlosving:
@ Cash & Bank,

Receivable Balances,

Inventory,

Non-current assets,

Payroll systems.

¢ o o0
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1.1

1.2

UNIT 1: ACCOUNTING CYCLE

Assumptions of financial accounting

All book-keeping and accounting is based on sonlededined and universally accepted
principles. They are alternatively named in theoaating literature. Some names are
given as below:

O

Postulates
O Doctrines
O Concepts

O Conventions
O Tenets

O Principles
O Bases
Assumptions

O

Brief description of these fundamental principlesl aheir underlying characteristics is
given in the paragraphs givenlag and1.3

Characteristics of financial accounting & reporting information

O Relevance

Information provided by an Accounting System mustgertinent to the financial
status and performance of the company.

O Understandability

To be useful, accounting information should be uwsi@adable to its users. Proper
means of communication, including use of terming|agenerally accepted lay-out of
the financial statements, adherence to professicmad industry disclosure

requirements enhances the acceptability of thenmétion presented in the financial
statements.

O Verifiability
All the accounting information should be verifialite the genuineness.

O Obijectivity
Accounting information should be neutral in thesethat data are not manipulated
to favour one party over another. This conceptudet that all transactions will be
recorded on the basis of objective evidence (neoices, receipts, bank statements,
cheques etc.). For instance, a report is said tmljective, when two or more
accountants arrive at same answer to an accountery.
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1.3

O Matching
For any period in which revenue is recognized, agps incurred in obtaining that
revenue should also be recognized. For instandes g&ice of merchandise is
matched with its cost on sale to third party.

O Timeliness

For information generated by the accounting sydtebe useful for decision — making, it
must be received by the stakeholders soon aftesltise of the financial year. Any delay
in producing and presenting of financial statememtsild badly affect the decision
making capability of the company. It is becauséhed principle that all companies’ laws
in the world provide time frame for the productiemd presentation of this information.

O Consistency
This principle refers to the use of the same actiogmethod from one reporting period
to another, so that proper evaluation could beiplessver the periods of time.

O Comparability

Financial reports/statements must be presentedfanna that permits comparison with
other companies in the industry on equal basis. ikstance, if all companies in an
industry apply IFRSs/IASs in the preparation ofithénancial statements, their
comparison can be made easily.

Principles of financial accounting & reporting

O Disclosure
All information which would influence the assessineh the company’s health by

outsiders should be disclosed in the financiakstaints.

O Conservatism/ Prudence
This principle can be understood from the followifi®ecord all losses when incurred

and defer all gains until they are realized'.

O Separate Entity Concept
Business accounting and reporting is separate ftenother personal properties and
other businesses of the owner.

O Continuity/Going Concern Assumption (GCA)
The business is assumed to continue its operdiomsdefinite periods.

[Refer to the detail at Unit 9]

O Stable Monetary Unit (SMU)
It is assumed that prices remain constant over.ti@ancial Statements are prepared

from historical cost rather than on current valogassets.




- ACCOUNTING CYCLE

Accounting Period
This concept refers to the time span over whicloacting information is presented to

the stakeholders in the form of financial statersetfit also refers tahe periodicity
concept,which says financial statements are to be preseniqueriodic basis, mostly on
Quarterly or Annual basis.

O Money Measurement
All transactions are expressed in terms of a moyetait of a country, the company is

operating. All financial statements are presentethe currency of the country, which is
also known as reporting currency. For instancecathpanies working iJAE record
their transactions in Dirham and all companies waykin USA use Dollar as their
reporting currency.

O Substance over Form
It is an accounting concept where the entity isoanting for items according to their

substance and economic reality and not merely eim kgal form.This concept is one
of the key determinants of reliable information.For most transactions, there will be no
difference, so no issue arises. In some cases lemywe two diverge and the choice of
how to present the transactions can give very mifferesults. This difference occurs
when an asset or liability is not recognized in #ezounts even though benefits or
obligations may result from the transaction, or @pfely. For instance, a contract for
acquisition of an asset that is legally a lease,nmafact, equivalent to purchase. To more
elaborate this example, a company acquired an assmigh lease arrangement and
agreed to make annual lease payments. Though @nspigis is a lease of the asset but in
economic substance and financial reality it is @&tjan of the asset. The company after
making a nominal payment to Lessee Company caniractie asset. Since the lease
term covers substantial part of the life of theskxhasset.

Here the economic substance of the transactiomiishBse rather than Lease; therefore
its depreciation will be booked instead of showmegtal expense in Profit & Loss
Account.

Remember this lineAccountants record a transaction’s economic substae rather
than its legal form.

Materiality

Accountants record only those events that are fetggni enough to justify the usefulness
of the information. Technically speaking, each timmeheet of paper is used, the current
asset, Office Supplies is decreased by an infinitesimal amount but thadaction is not
material enough to be recorded and accounted fothiS transaction is immaterial from
accounting point of view and is not booked. Onlytenal transactions are recorded.
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1.4

O Dual Aspect
This concept is the basis of the fundamental adoogiequation, which is:

Assets = Liabilities + Capital

According to this concept every business transadti@stwo recording aspects One is
known as Debit @r.) and the other is known as Cred@r(). This concept is the
foundation of Double Entry book-keeping. It is besa of this concept that the two sides
of a balance sheet always agree.

O Historical Cost Convention

Historical cost convention is that assets are dEmbrat their initial cost and are not
subsequently revalued upwards, and liabilities eglat the amount initially received in
exchange for the obligation. The relevance of tbavention is that figures remain
objectively based on verifiable conditions, buttimes of high inflation historical cost
can become a dubious convention to follow.

O Cash Basis versus Accrual Basis of Accounting

The Cash basis of accounting recognizes revenueegpenses only when the related
cash is received and disbursed. Thus income anenegprecognition of a transaction is
dependent on cash received and disbursed. Undeuahcaccounting, revenue is
recognized when earned and expenses are bookedimtered. Almost all companies
use accrual basis of accounting these days. loabe of sole proprietary businesses, cash
basis of accounting is seen in practice. Wherestile proprietary businesses are well
established, they also practise accrual basisaufusting.

Note: Inherent in the accrual basis of accounting, is the matching principle, which states
that expenses should be deducted against revenue to which they are directly related.

Book-keeping versus accounting

Book-keeping is the systematic recording of a camgfsafinancial transactions. It also
includes the maintenance of correct and up-to fil@@cial records of a company. The
process is up to drawing of trial balance. Theestao methods of recording the
financial transactions:

O Single entry

It is also known as incomplete recording of tratisas. Every transaction is recorded
with its single aspect. Preparing complete setimdricial statements is difficult from
single entry record books. It is old system of b&elkping.

O Double entry

It is about complete recording of transactions w#hlual aspect. Every transaction has a
debit and credit aspect which is recorded in twooants separately. It is perfect system
of book-keeping and is used all over the world. @late set of financial statements can

be prepared from the double entry records easily.
(10/49)
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1.5

1.6

1.7

“Accounting is the art of recording, classifyingdasummarizing in a significant manner
and in terms of money, transactions and eventshwaie, in part at least of financial
character and interpreting the results there&lCPA )

Book-keeping is the part of accounting. Where tleekwof a book-keeper finishes, the
work of an accountant starts. Accountants oftenerewhe work of the book-keepers.
The spectrum of accounting activity is much broatan book-keeping.

Introduction to an account

An account represents a document used to recosinailar transactions. It consists of a
title, a debit column, and a credit column. The &fle of an account is called as debit
side, and the right side of the account is knowgradit side. The balance of an account
is determined by subtracting the smaller sum (debicredit) from the larger sum.
Initially, all transactions are recorded in a joalror day-book in a process known as
journalizing. When the information recorded in jbernal is transferred to the individual
accounts, this process is known as posting. Taehltsl and credits of any transaction
must always be equal.

A single account is often called TaAccount because of its appearance similar to an
alphabefl. When several related accounts grouped togetheragister or book format,
they are called a ledger. Accounts whose balancariged forward from period to period
are known as real accounts or balance sheet ascownt double entry accounting
system, all journal entries require a debit entryone account to be simultaneously
matched by an equal credit entry in another accouppurnal entry composed of more
than one debit or credit iscampound journal entry.

Rules for increasing & decreasing accounts
The following are rules for increasing and decregsiccounts:

O Asset accounts normally have debit balances anshareased by debits.

O Liability accounts normally have credit balanced are increased by credits.

O Owner's equity accounts normally have credit badarand are increased by
credits.

O Revenue accounts are increased when credited.

O Expense accounts are increased when debited.

Accounting equation
The accounting equation is the basis of doubleyehtiok-keeping of today. The

accounting equation has told us that balance ghest always balance. It is given as
follows:

Assets = Owners’ Equity + Liabilities
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1.8

1.9

1.10

1.11

Types of accounting entries

The following are the types of accounting entrlest are passed in books of accounts at
different times of the accounting cycle:

O Recording entries These entries are passed when any transacties fddce.

O Caorrecting entries: These entries are passed when incorrect entea®etified.

O Adjusting entries: Normally at year end, many entries are passedjiost
balance sheet accounts.

O Reversing entries These entries are passed at year end for soragetfaind
accrued accounts.

O Closing entries These entries are passed at year end to cloipigét & loss
accounts.

Normal account balances

Assets, drawing, dividends, and expense accoumtsably have debit balances.
Liabilities, owner's equity, retained earnings, asknue accounts normally have credit
balances. There can be special circumstances \abeoeints will not have a normal
balance, but this usually is an indication of aeor extraordinary or unusual
transactions

Income statement accounts

Income statement accounts or nominal accounts dakect effect on the balance of
owner's equity. Expense accounts decrease owgity,evhile revenue accounts
increase owner's equity. The net gain or losstisrdened by subtracting expenses from
revenues. At the end of a financial period, allenge and revenue accounts are closed to
a summarizing account usually called Income Sumnfaythis reason, all income
statement accounts are considered to be temparagnainal.

Balance sheet accounts

Balance sheet accounts or permanent accounts aseifidd as assets, liabilities, or
owner's equity. Income statement accounts areiftbabas either expenses or revenues.
Assets are divided into two categories, dependpanuheir expected life. Current assets
are those that are usually sold or consumed wishiyear. Fixed assets are held for
periods longer than a year. Among fixed assets,asflets except land depreciate.
Liabilities are also divided into two categoriesrrent, for those payable within a year,
and long-term, for those with maturities exceed yeer.

Current assets typically include cash, notes redxey accounts receivable, inventories
and prepaid expenses (such as insurance premilkn®d assets typically include
property, plant and equipment, vehicles, investsiguatents, franchises and trademarks.
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1.12

1.13

1.14

1.15

Both tangible and intangible items can be assetsiged they have some monetary
value. Current liabilities include bank credit datgding, accounts payable, interest
payable, wages payable and taxes payable. Longlirilities include loans beyond one
year, notes and bonds issued by company.

Classifying balance sheet accounts

Owner's equity is the portion that remains aftabpilities are subtracted from assets. For a
sole proprietorship or partnership, capital repnes¢éhe owner's equity. For a company,
capital stock is the investment made by stockheldBetained earnings represent net
income that a company retains. Dividends are egsniri a company that are distributed
to shareholders. Drawings represent assets takemyoowners of proprietorships or
partnerships. Drawings and dividends reduce owegugy.

Classifying income statement accounts

Revenues increase the value of owner's equity. i@ include sales, fees earned,
services, interest income and rental income. Femgses with more than one source of
income, it is recommended to maintain separate ustso Expenses vary for different
businesses, and they should be classified accotditige size and type of expense.

Chart of accounts

All accounts of a business should be listed inatobf accounts. Usually the accounts
are classified as:

O Assets(for example Asset Account number may start frofdQLt®d 5000)
O Liabilities, (Account number from 5001 to 10000)

O Owner's equity, (Account number from 10001 to 15000)

O Revenue,( Account number from 15001 to 200G0)d

O Expenses{Account number from 20001 to 25000).

Accounts appear in th@eneral Ledger ina sequential order of the chart of accounts.
The first digit of a number in the chart of accauimdicates the major division in which
the account is placed. A second number of an atampmesents a specific category.
When theGeneral Ledger is first prepared and account balances from theique
period are entered, this is known as opening ttigele

The flow of data

O The accounting data normally follows a normal pattef flow. Its order is:

The actual business transaction requires the mgparof documentation,
O The entry for the transaction is recorded in the'dal or Day-Book, and
O The journal entry is posted to General Ledger.
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1.16

1.17

1.18

The two column journal

Of all types of journals, the two column journaltige simplest to use. It has a debit
column and a credit column used for recording aitial transactions. Before a
transaction is entered into a journal, it is neapssto determine the following:

O Which accounts will be affected,

O Whether the affected account increases or decreasets

O Whether the transaction should be recorded asiaatatredit.
O An explanation of the transaction is desirable.

When journalizing entries it is customary to erter account numbers and exact name of
the accounts to be debited and credited, to writhe debit portion first above the credit
portion, and to indent slightly the credit entryheélTcomplete date of a transaction must
always appear. Most often expense account will lneNy debit entries; revenue accounts
only credit entries, while balance sheet accourayg have either.

Three-column & four-column accounts

Three-column and four-column accounts are oftenl usgtead of two-column accounts.
The purpose of the additional columns is to keeming balances of both debits and
credits in the four-column account, or a net of the in the three-column account. All

accounts, as well as most accounting forms usegdord transactions, often have a
posting reference column. In the journal, the pastieference column is used to record
the account number or code. In the individual aototine posting reference (also called
journal reference) is used to record the page numbthe journal where the entry was
made.

Three-column and four-column accounts must show #teount number and name, year
and month, at the top of each page. Three-colundhfaur-column accounts are most
conveniently used in computer based accountingestebit and credit balances are
automatically calculated.

The trial balance & errors

The trial balance is a list of accounts with tloebit or credit balances. It is usually
prepared at the end of an accounting period. Thiarddges of using a trial balance are:

O It reveals mathematical errors since total debitstnrequal total credits, and
O It assists in the preparation of financial statetsielih should be noted, however,
that trial balances cannot detect every type afrerr

The first step in preparing a trial balance isdtculate the balance of each of the
accounts in the General Ledger. Some of the etihatshe trial balance will not reveal
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1.19

1.20

are for instance:

O Journalizing a transaction twice,

O Forgetting to record a transaction,

O Entering an erroneous but identical amount in debat credit,

O Posting part of a transaction as a debit or ctedite wrong account

Errors that cause the trial balance not to balanee

O The beginning amount of an account was incorreettprded,

O A debit entry was posted as a credit entry,

O A debit or credit balance was omitted,

O A digit in a number was moved one or more spacesvwk asslide).

Determining the amount of the difference betwedritdnd credit can help to look for
such amount. For instance, when a debit and ataxede interchanged, the trial balance
difference will be twice this amount.

A major function of an auditor isto find accounting errors.

Matching revenues & expenses

There are two methods of recording revenues andresgs in the income statement:

@ Accrual basis and
@ Cash basis.

The accrual basis of accounting is the correct otetif matching revenues and expenses,
and it is widely used. It matches revenues and resgge when they are incurred rather
than when cash is received or disbursed. The casis bf accounting records revenues
and expenses only when cash is received or disthuesel this method is often not
acceptable for many forms of business. The casls lmdisaccounting does not match
revenue with the expenses, whereas accrual basiscolinting matches revenues with
expenses therefore reflects correct profitabilithasiness for the given period of time.

The adjustment process

At the end of a financial period, many balancetisn the trial balance are required of
some adjustment. Common adjustments pertain toajgtegxpenses, fixed assets, and
accrued expenses. If the proper adjusting entriesiat made, financial statements will
be incorrect. It is not necessary to keep trackrafisactions that affect revenues and
expenses on a day to day basis. Adjustments shoeildnade at the end of each
accounting period.
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1.21

1.22

1.23

1.24

1.25

Prepaid expenses - adjustments

At the end of an accounting period, adjustmentstineisnade to reflect the portion of the
asset that has been consumed during the periocarhbant of asset or prepaid expense
consumed is recorded as a debit to the expensercemd a credit to the asset account.
Should an adjusting entry not be made, expensesamne, owner's equity and assets
would all be overstated

Non-current assets - adjustments

Non-current assets comprise of tangible and inkdagassets owned by a company.
Although it is often not visible, the usefulnessraf-current assets declines over the
period of use. This loss of usefulness is knowrd@gsreciation or amortization, and it

requires an adjusting entry periodically. The dezlin value requires a debit to

depreciation or amortization expense account, arédit to accumulated depreciation or
amortization (which is said to be a contra assebwaat). The difference between the

balances of the asset and contra asset accoutte isook value of the asset. If the

adjusting entry is not made, assets, owner's ecaiity net income will be overstated, and
expenses will be understated.

Liabilities - adjustments

While most expenses are prepaid, a few are pagd afservice has been performed. This
is the case of wages and salaries. Since the exp&ssnot been paid but services have
been received, an accrued expense and a liabdig taken place. The adjusting entry
requires a debit to an expense account and a ¢eeditiability account. Failure to do so
will result in net income and owner's equity beawgrstated, and expenses and liabilities
being understated.

Work sheets & financial statements

The work sheet is a collection of important datat ik used to determine which adjusting
entries must be performed. It also assists in tepgration of financial statements. The
first step of preparing a work sheet is the trialance. Once a trial balance is balanced
(i.e. total debits equal total credits), adjustergries can be performed. To make certain
all debits and credits still prove after all adjogtentries, an adjusted trial balance is
created. Once the adjusted trial balance proves,séparated into an income statement
and a balance sheet. All columns of the work shketild have equal balances for debits
and credits.

Preparing financial statements

The work sheet is used in the preparation of tharnitial statements. The results of the
income statement (net profit or loss) are transtéto the statement of owner's equity. If
additional funds have been invested or withdrawerahe period, such changes are
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1.26

1.27

recorded to the statement of owner's equity. Theeo\w equity account in the balance
sheet is transferred from the statement of owregigity. All other balances of the
balance sheet are transferred from the work stedahte sheet columns.

Journalizing & posting closing entries

After the financial statements are completed, d|usting entries are recorded in the
journal and posted to the ledger so that all fir@nstatements are in agreement. It is
necessary to close all temporary accounts anddebernet change to the owner's equity
account. This is accomplished by journalizing ammktimg closing entries for all
temporary accounts. An Income Summary account ésl .8 summarize revenue and
expense accounts, and establishing the net profdss for the period. In addition, any
transaction that increases or decreases capitalckslatso be posted to the appropriate
capital account.

PROCEDURES TO CLOSE TEMPORARY ACCOUNTS

Debit all revenue accounts, and credit Income Sumnng.

Credit all expense accounts, and debit Income Summa

Add debit and credit columns of Income Summary. Ithe credit

balance exceeds the debit balance, a profit has leesalized.

O Results of the Income Summary should be posted tocapital account
(Owner's or Shareholders equity).

O If there is activity in the Drawing or Dividend acmunts, it is necessary

to credit those accounts and debit a capital accotin

00O

The accounting cycle

The accounting cycle begins with the analysis bfrahsactions and recording them in
the journal. Once all transactions have been recbiml the journal, they are posted to the
ledger and a trial balance is drawn. The trial heda adjusting entries, and any additional
information for the financial statements are reedrdn the work sheet. After the
completion of the work sheet, the financial statetmeare finalized. All adjusting and
closing entries are then journalized and posteth@oledger. To ensure all entries were
correctly made, a post-closing trial balance igppred to show the equality of debits and
credits, as well to confirm Assets, Liabilities,dafapital accounts with proper open
balance. The accounting cycle finishes with thesipgsof reversing entries wherever
needed




O Statement of financial position.

O Statement of cash flows.

4
- ACCOUNTING CYCLE

1.28 The final product of book-keeping & accounting

The following statements are the final product ebk-keeping and accounting cycle.

O Statement of comprehensive income or statemerdrofregs.

O Statement of changes in stock-holders’ or ownegsitg.

IMPORTANT NOTE

IFRSs have used the following terms for the old tens:

# Old term New adoption

1 Balance Sheet Statement of financial position

2 Profit & Loss Account Statement of earnings

3 Cash Flow Statement Statement of cash flows

4 Retained Earnings Statement Statement of changes in owners’ equity

e e e e e e ™=
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2.1

2.2

UNIT 2: ACCRUALS & DEFERRALS

Introduction

Deferrals and accruals are instrumental in properdgching revenues and expenses. A
deferral delays the recognition of either an expahat has been paid or revenue that has
been collected. An accrual is an expense that dialseen paid or revenue that has not yet
been received.

Deferrals - prepaid expenses

Prepaid expenses represent the cost of goods andesepurchased that are not entirely
used up at the end of the year. Adjusting entriesnacessary so that asset and expense
accounts have the proper balances. Prepaid expeaisdx initially recorded as either an
asset or an expense. Either method will yield #imes results, but adjusting entries to
obtain the final result differ. The advantage afareling a prepaid expense initially as an
asset is that no reversing entry is necessary.

O When a prepaid expense (rent, insurance, etc., ekcis recorded as asset,
following set of entries is passed:

Date Description Ref. | Dr. Cr.
AED. | AED.
01/01/11| Prepaid rent expense XXX
Cash XXX

(Being Cash Paid as prepaid expense.)

31/12/11| Rent expense XXX
Prepaid rent expense XXX]
(Being adjustment of prepaid rent passed for
the amount of expense for the year 2011

N.B.:
* There is no need to pass reversing entry in thes.ca

* Closing entry is the same that is passed for géages.
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O When a prepaid expense is recorded as expense ially, following set of entries

is passed:
Date Description Ref. Dr. Cr.
AED. AED.
01/01/11 | Rent expense XXX
Cash XXX
(Being Cash Paid as prepaid expense.)
31/12/11| Prepaid expense XXX
Rent expense XXX
(Being adjustment of prepaid rent passed for|the
amount of unutilized or remaining balance |of
prepaid expense after the expense for the year
2011)
01/01/12 | Rent expense XXX
Prepaid rent XXX
(Reversing entry of adjusting entry passed on
31/12/11))
N.B.: Closing entry is the same as passed in abmsgtrdtion.

2.3 Deferrals - unearned revenues

When revenue is received before goods are delivarasgrvices performed, the revenue
is said to be unearned. Unearned revenues caallynibe recorded as either a liability or

revenue. When unearned revenues are recorded labtidéig, an unearned revenue

account is credited. An advantage of this methathas no reversing entry is necessary.
When unearned income is recorded as revenue, auevaccount is credited. This

method requires a reversing entry at the beginoihthe new period. Both methods

produce, however, the same end result.




- I

O When advance receipt of revenue is recorded as urread revenue, following set

ACCOUNTING CYCLE

of entries shall be passed

2011)

Date Description Ref. Dr. Cr.
AED. AED.

01/01/11 | Cash XXX
Unearned revenue XXX
(Being Cash received for revenue not earned.)

31/12/11 | Unearned revenue XXX
Revenue earned XXX
(Being adjustment of advance receipt of revenue
passed for the amount of revenue earned for the yea

N.B.:

e There is no need to pass reversing entry in thée.ca
¢ Closing entry is the same that is passed for rezenu

O When advance receipt of revenue is booked as revemearned, following set

of entries is passed:

Date

Description

Ref.

Dr.

Cr.

AED.

AED.

01/01/11

Cash

XXX

Revenue

XXX

(Being cash received for revenue not earned.)

31/12/11

Revenue

XXX

Unearned revenue

XXX

(Being adjustment of advance receipt of revenue
passed for the amount of revenue unearned on
31/12/11)

01/01/12

Unearned revenue

XXX

Revenue

XXX

(Being reversing entry of adjusting entry passed
31/12/11)

on

N.B.:

«  Closing entry is the same that is passed for rezenu

L
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2.4

2.5

Accruals - liabilities or expenses

Many expenses which accumulate on a daily basigmlserecorded at set intervals. At
the end of an accounting period a portion of sugheases (for instance, salaries) often
remains unpaid. Such accruals are considered tbobe liabilities and expenses. An
adjusting entry is necessary at the end of an atowuperiod to properly reflect the
portion of the accrued but yet unpaid expense ifdity. At the start of the next period,
the adjusting entry is reversed to simplify accoumnt

Date Description Ref. Dr. Cr.
AED. AED.
31/12/11 | Salaries expense XXX
Accrued salaries expense XXX

(Being salaries accrued on the closing of the year
31/12/11.)

01/01/12 | Accrued salaried XXX

Salaries expense XXX

(Being reversing entry of the adjusting entry pdsse
on 31/12/11.)

Accruals - assets or revenues

Many businesses only record revenues when thegcvally received. At the end of an
accounting period, all revenues earned but notgitcted require adjusting entries. The
adjustment is performed by debiting an asset adcnuh crediting a revenue account. As
a result, financial statements will be able to prbp match revenues and expenses. A
reversing entry is performed at the first day @& tiew period to simplify accounting.

Date Description Ref. Dr. Cr.
AED. AED.
31/12/11 | Accrued Revenue XXX
Revenue XXX

(Being the amount of revenue earned but not
collected on 31/12/11)

01/01/12 | Revenue XXX
Accrued Revenue XXX

(Being the reversing entry of the adjusting entry
passed on 31/12/11.)
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2.6 Reviewing accruals & deferrals

Although all accruals and deferrals require adpgséntries at the end of an accounting
period, reversing entries are not necessary fadplistments. Reversing entries should
only be performed under the following circumstances

O When an accrued asset or an accrued liabilityjisséed,

O When a prepaid expense is initially recorded asxqense, and
O When unearned revenue is initially recorded asmege

e e e e e e ™=
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3.1

3.2

UNIT 3: ACCOUNTING SYSTEMS

Principles of accounting systems

The accounting system of an organization shouldigeoall necessary information. The
type of accounting system used depends on thenafiton needs of an organization. All
accounting systems should have the following charestics:

O Cost effectiveness,

O Adequate internal controls,

O Flexibility to a changing environment and

O Compatibility and adaptability to an organizatiostsicture.

Accounting system is an organized set of manualcantputerized accounting methods,
procedures and controls established together twdeclassify, analyze, summarize,
interpret and present accurate and timely datanBoragerial decisions.

The accounting system can be manual or mechatictie past, the accounting systems
were maintained manually. Even today, many smadin@sses use manual accounting
systems. Manual accounting systems have many tiontfor accuracy and reporting.
Therefore, companies use computerized accountistersyg. They provide fast and
accurate reporting of the company’s earnings amahfiial health at any time. Some of
the famous accounting system providers are:

O SAP
O Oracle
O Microsoft

Installing & revising accounting systems

The installation and revision of an accounting eystequires a complete knowledge of
business operations. The following steps are nacgsgen installing or changing an
accounting system.

O Systems analysis

This stage determines data needs, the sourcesaoéd any problem in
processing current data.

O Systems design

This stage involves designing new or revising autreecounting systems based
upon the results of the system’s analysis.
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3.3

3.4

3.5

O Systems implementation

This final stage installs and evaluates the nevewsed accounting system.

Internal controls

Internal controls are designed to safeguard asskéxk accuracy of accounting data,
promote efficiency, and encourage adherence to aogpolicies. Internal accounting
controls are specifically concerned with the protec of assets and the reliability of
accounting information. Internal administrative trols are concerned with operational
efficiency, and help determine whether busines$sgama being met.

General Ledger

A General Ledger is a complete record of finanttehsactions over the entire life of a
company. The ledger holds account information ithaeeded to prepare financial
statements. Trial balance is drawn from the clobiaignces of accounts given in a
General Ledger.

A General Ledger has the following set of accounts:

Assets
Liabilities
Revenue
Expenses
Gains

Losses
Owner's equity

0000000

Subsidiary Ledgers

Subsidiary Ledgers are used for accounts that adasge number of individual accounts
with common characteristics. Every Subsidiary Ledggs a controlling account which
can be found in the General Ledger. The sum ob#iances of the Subsidiary Ledger
must be equal to the controlling account. Some coniynused Subsidiary Ledgers are
for the following heads of accounts:

Accounts receivable,

Accounts payable or creditors' account,
Inventory,

Fixed assets,

Projects,

Work-in-progress and

Cash Book.

© 0 00 O 00O
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3.6

3.7

3.8

3.9

Cash Book

Cash book provides complete details of cash rexaipd payments over the entire life of
a business. Sufficient description should be edtagainst each receipt and payment to
disclose fully the nature of the transaction areréievant voucher referred to by its
number.

Additional columns can be inserted on both sidehefCash Book in the case where a
company is using a Current Bank Account for recegptd payments of transactions.

Difference between General Ledger & Subsidiary Leder

The difference between Subsidiary and General Ledgeounts is functional. A
company's General Ledger is the book of top-ti@oants that make up its accounting
system. The Subsidiary Ledger is a sub-account Geaeral Ledger account. General
Ledgers record line item transactions in major antaategories. Subsidiary Ledgers
provide the details for one of those line item&ating a separate mini account for the
item that can track transactions that are spetafithat one item. For example, trade
debtors’ account in a General Ledger has a balaht80 customers over a given period
of time whereas a Subsidiary Ledger has the ddtaitecounts of 100 customers. A
reconciliation of the General Ledger Balance withbSdiary Ledger Balances is
recommended where manual accounting systems atade.

Special Journals

Special journals (or day books) are designed torcka specific type of transaction
which occurs frequently. The following is a summafyhe four most commonly used
special journals:

O Purchases Journal used to record purchases on credit,

O Sales Journal used to record all sales made on credit,

O Cash Payments Journalrecords all cash disbursements, and
O Cash Receipts Journalrecords all cash receipts.

In certain instances, business documents such rabgsaes and sales invoices are used
instead of special journals to reduce expenses.

Purchases Journal

Iltems commonly purchased on account are goodsiméhdentory for sale, supplies, and
equipment. The accounts payable account is alwesdited, and an asset account is
debited. Assets purchased on a recurring basis tere own column in the journal.
Assets purchased less regularly are posted inuhérg accounts section of the journal.
At all times, total debits must equal total credAs the end of an accounting period, all
entries should be posted to a Subsidiary Ledgar@eneral Ledger.
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3.10

3.11

3.12

3.13

Cash Payments Journal

When the Cash Payments Journal is used, the chgshrtes always credited whenever a
payment is issued. When a payment is made for gpoelsously purchased on credit,
the accounts payable column is credited. In thentegediscount is offered for early

payment, the purchases discounts column shoul@élbiéed. The sundry accounts column
is used for debits to accounts which do not havendividual column. At the end of the

month, all data from the journal should be poste&ubsidiary Ledgers or the General
Ledger. The sum of the accounts payable Subsidiagger must be equal to the
controlling account. In the event it is not, errorast be found and corrected.

Sales Journal

The Sales Journal is only used to record sales etimandise on account. A unique
feature of the Sales Journal is that accountsvabks debits and credits share the same
column. A column also often exists to record sdkes payable. Any sales returns or
allowances granted for goods sold on credit reqaireentry to the general journal. If a
cash refund is given, the transaction should berdsd to the Cash Payments Journal.

Cash Receipts Journal

The Cash Receipts Journal is used to record aliséiiions that increase the cash
balance. The most common sources of cash receaiptsash sales and payments for
goods on account. When debtors pay for goods psech@an account, the accounts
receivable column should be credited. If a casbadist is taken by a customer, the sales
discount column should be debited for the cashodist All accounts in the Cash

Receipts Journal are posted periodically to thee@dnLedger. Accounts receivables
should be posted monthly to the accounts receivabbsidiary Ledger.

The voucher system

One of the most common methods to control transiastis the voucher system. The
components of a voucher system are:

O Vouchers: documents proof of a transaction,

O A voucher register: to record every voucher,

O An unpaid voucher file,

O A paid voucher file, and the

O A check register: to record the payment of eactchieu

The voucher system provides effective accountingtrots and helps management in
effective internal control process.
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3.14

3.15

3.16

Types of vouchers
Following are the types of vouchers that are usezl/ery business

O Cash Receipt Vouch¢€RV)
O Cash Payment VouchéCPV)
O Bank Receipt VouchdBRYV)
O Bank Payment VouchgBPV)
O Journal Vouche(JV) is prepared for all non-cash transactions.

Important note

These are the minimum number of vouchers thateaqeired in an accounting system. If
we examine the computerized accounting systemy, lthee opened a large number of
vouchers depending upon the company needs. Fanrestthere can be many vouchers
that are automatically generated by the systendjiosavarious accounts at the close of
the year and they fall under different names baly thave common nature to that of a
Journal VouchefJV). A computerized system may use any number of voachet if
we see the nature of all vouchers they are falthegy five main categories mentioned
above.

Petty Cash Voucher

This voucher is used for internal transactionsgieirig to small expenses paid out from
petty cash fund. To account for petty cash transast a triplicatePetty Cash Voucher
(also known agCashier's Vouche) is prepared every time funds are withdrawn from
petty cash. The pink copy of the voucher is git@ithe individual receiving the cash.
The yellow copy is retained by the petty cash alisto and is subsequently submitted to
Accounting Department witkxpense ClaimForm when the expenditure is documented
and the fund is to be replenished. The white o@piginal) is retained with the petty
cash fund. At any time, the total of cash and amting petty cash vouchers (white
copies) should equal the total amount of the fusdraginally established.

Important facts about vouchers

O

Printed vouchers must be used.
All vouchers must be pre-numbered.
All vouchers must be properly completed for alltwatars.

o
o
O All vouchers must be signed by all concerned aifgi
o

All vouchers must be supported with all documentairiglences of each
transaction. Voucher is the proof of the transactikhis is why; a separate
voucher is prepared for each transaction. Thiggklyincorrect practice to
prepare one voucher for a number of transactions.

All vouchers must be filed properly.

Cancelled vouchers must have a separate recotddioiverification by the

Q0O

auditors.
(28/49)
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An example for signing a Cash or Bank Payment Veudollowing procedures
must be completed. Check that the receiving reporgice and purchase order is
attached with it. Perform necessary calculationpéssible discounts availed on
the purchase transaction.

3.17 Important facts about Voucher Register

o

O
O
O
o

All vouchers must be recorded in the voucher regist

Vouchers are listed in numerical order.

The register records the payee, the date the paymerade and the number of the
check issued for payment,

The Accounts Payable account is always creditetithene may be different
accounts to be debited.

The Sundry Accounts is used to debit accountsisiet in the other Register
columns.

3.18 Voucher files procedures

O
O
O
o
o

Unpaid vouchers are filed in the unpaid vouche. fil

Unpaid vouchers should be filed in the order theydue.

Paid vouchers are filed in the paid voucher file.

Paid vouchers are filed in numerical order.

On the due date a voucher is removed from the 'idhpaucher file and
forwarded to the firm's disbursing officer for flrepproval of payment.

3.19 Advantages of a voucher system

00000

O O O O

Trail of documents can be checked easily.

Documentation defect can be traced.

Provides control on record maintenance and use.

Provides bases for accounting entries.

Best from auditing point of view because all docateeare maintained in a
systematic manner. It provides quick access tdauments for an accounting
entry.

A voucher provides the easiest way for filing irses and supporting documents
for future reference.

Unpaid vouchers are filed by their payment datdsetp in making prompt
payment.

An unpaid vouchers file and a paid vouchers filmiglate incorrect posting

to an accounts payable ledger.

A paid vouchers file provides three different aagyeways to find information
about a paid voucher:

@ If know voucher #, look in the voucher register

o If know check #, look in the check register

@ If know the payee name, look in the paid vouchiesuinder
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3.20 Using a Check Register

O

O
O
o
O

When a voucher is paid, it is recorded in the clregister.

The check register is similar to the Cash Paymémitsnal.

All checks should be listed numerically, even thtbed are voided.

Cash in Bank account should always be creditea discount is taken, credit the
Purchases Discount account.

Voucher numbers and a running cash balance coluenasgd in the check
register.

3.21 The year- end of a company

Every company is supposed to close the books afumts at its year end. The year-end
may or may not be a calendar year. It depends timoaohoice of the management or the
cycle of the business to choose a year end. Fongeain textile industry, the year-end
is according to the cotton crop seasons. And irkBanindustry the year end is different
from textile industry based on the banking tradisrofession-wide. At each year-end,
record books are closed to evaluate the following:

O

O
O
O

Profitability of the business for the year

Financial health of the business at the end of/éze ¢ increase ox decrease in
assets and liabilities accounts)

Cash flow position during the year for the yeapésate for each set of operating,
investing and financing activities of the busindasing the year.)

Increase or decrease in the wealth of the ownettsedbusiness for the year
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4.1

4.2

4.3

4.4

UNIT 4: CASH & BANK

Bank accounts

The most effective tool used to control cash isuaklaccount. It provides a double record
of all cash transactions. In order to provide dfteccontrols on the use of bank accounts,
special documents are used to evidence transact®geature cards are used by all
employees authorized to make withdrawals. Depdipis snust accompany deposits, and
checks must be issued for all payments. A remidadvice is sent with each payment to
ensure that proper credit is recorded by creditors.

Bank statements

An advantage of using a bank account to contrdi aghat banks show a bank statement
online that reflects all the transactions in theocamt on real time basis. Information

normally present in the bank statement consisth@fbeginning and ending balances,
deposits, other credits, withdrawals and othertdeliihe cancelled checks are enclosed
with the statement, as well as debit and credit orandums (for items processed by the
bank usually unknown to the depositor). Rarely ik bank statement balance and the
depositor's Cash in Bank account balance be exdodysame, and they must be

reconciled.

Bank reconciliations

Bank reconciliation is a method used to determimgereasons for discrepancies between
the bank statement balance and the Cash in Bardumacbalance and to calculate an
adjusted balance. Discrepancies are usually deetsianding items which have not yet
been recorded by either of the bank or the compamg,which typically include checks
not yet presented for collection, deposits in titaasd bank service charges. Errors are
another common cause of discrepancies, which tbhenadiation will help correct.
Finally, the reconciliation may uncover irregules.

Bank reconciliations statements

Bank reconciliation is divided into two sectionse tbalance per bank statement and the
balance per depositor's records. Although it issiids to reconcile one balance to the

other, common practice adjusts both balances tewepto one another. Outstanding

transactions unknown to the depositor discovereémnwtihe bank statement was sent
require journal entries

Since bank statements are available online, thexebmnk reconciliation statements can
be prepared on daily basis. It provides real timatmls on discrepancies in bank
statements and bank accounts. In companies whaketkznsactions are in thousands in
number in a day or greater than this, there arenad®a of very big discrepancies in
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4.5

4.6

4.7

accounts. To avoid the risk of unrecorded trangastithe accountants must prepare bank
reconciliation statement of all bank accounts afydeasis before the close of every day.

XYZ LLC

Bank Reconciliation Statement
For the Month of December 31, 2009

Description Amount in AED.
Balances as per Bank Statement XXX
Reconciling Items

Less:Company Credits not debited by ban XXX

Plus: Company Debits not credited by bank XXX

= Balance as per company book XXX

Cash accounts

There are often several cash accounts becausaséheay different purposes. The Cash in
Bank account represents the checking account thatepses deposits, checks and
memorandum items. The Cash Short and Over accewsted to record any variance by
sales clerks. The Cash-on-hand fund is used tageashange to conduct business with
customers. The Petty Cash Fund is used to payral $ems with cash. Each of these
cash accounts needs to be strictly controlled évgat mishandling.

Internal controls for cash accounts

Numerous procedures are available to control casbumts. Monthly bank statements
help verify the cash account balance. The banknalation is particularly useful in
controlling cash receipts. The voucher system élus control cash payments. Different
cash funds exist for specific purposes to keepktadceach type of cash transaction. It
should be noted that it is of utmost importancedparate cash handling and cash related
accounting duties.

Electronic Funds Transfer

The use of electronic funds transfer (EFT) is thstdst way for the processing of cash
transactions. EFT uses electronic impulses that camputerized to perform cash
transactions. This eliminates the need for chenkisplysical money transfers. EFT has a
particularly strong presence in retail sales. Rofrgale systems are used by customers to
pay for purchases using credit cards, charge cardsbank cards. The greatest benefit
EFT can provide is reduced costs, and quicker aor@ mccurate information.

e B S S S e
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5.1

5.2

5.3

5.4

UNIT 5: RECEIVABLES

Introduction

Receivables are monetary claims against trade oelits sales made on credit to

customers. Credit can be granted in two forms: cgmsount or evidenced by a formal

instrument. When a formal instrument of credit tisad promissory note, the creditor has
a stronger legal claim and can endorse it to d tharty. The party that promises payment
is known as the maker, and the party entitled teive the payment is the payee. Notes
receivable can be interest or non-interest beafihg. amount due at maturity, known as
maturity value, is equal to the face value plus acgrued interest. Receivables not
expected to be collected within the current yehoutd be listed as investments on the
balance sheet.

Receivable controls

Receivables require the same internal controlstlaasr assets of a business. Employees
responsible for collecting and approving receivabihould not be involved with
accounting aspect related to them. All accountungcfions should be designed so that
the work of one employee can be used as verificatibanother employee's work. A
business that has a substantial amount of notesfiméyhe use of a notes receivable
register very helpful. It provides detailed infortma on each note, and assists in the
timely collection of notes. Proper controls of rneables also include obtaining approval
for credit sales, sales returns and allowancessales discounts.

Calculating interest

Interest rates are usually stated on an annuals.bdsie interest is computed by
multiplying principal by rate and then by time fpipal x rate x time). The maturity
value is determined by calculating interest andiraglit to the face value of the note.
When interest is computed for periods of less thgear, time is expressed as a fraction.
The numerator of the fraction is the length of tieée and the denominator is the number
of days in a year. Government agencies use 365 idayise denominator, while the
private sector uses 360 days.

Accounting for notes receivable

When a note is received from the debtor (i.e. operount customer), a journal entry
should be made debiting Notes Receivable and argdiccounts Receivable account.
Notes receivable that do not mature by the end fidcal period, require both adjusting
and reversing entries for the accrued interests Thidone so that interest income is
allocated to the proper financial periods. Whenote rmatures and is paid, the Cash
account is debited and the Notes Receivable aedesitincome accounts are credited.
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5.5

5.6

5.7

Discounting a note receivable

In the event a business is in need of cash, ithm@gption to transfer its notes receivable
to a bank, which is known as discounting. The egeia bank charges on the period it
holds a note is known as discount. Depending upenatrangement with the bank, the

company may still be liable in the event a debefiadlts on the payment. It is necessary
to disclose these contingent obligations on a §irBalance Sheet in a foot note. When
proceeds are received for the discounted note;alsd account is debited, and the Notes
Receivable account credited. If the proceeds exdbedface value of the note, the

Interest Income account is credited. If the proseack less than the face value of the
note, Interest Expense is debited.

Dishonored notes receivable

When the maker of a note fails to pay on the due, de note receivable is considered to
be dishonored. A dishonored note is no longer nalglet In the books of creditors, the
following entry is made:

Description Ref. Dr. Cr.
AED. AED.
Accounts Receivable XXX
Interest receivable
Notes Receivable XXX
Interest Income XXX

When a note previously discounted with a bank shalnored, the holder of the note (the
bank) notifies the endorser (i.e. the company)arf-payment. Protest fees are charged to
the endorser as legal fees.

Receivable balances which become uncollectible

No matter what kind of credit policy or collectigmocedures a business establishes, a
certain percentage of receivables will usually tuut to be uncollectible. When a
receivable is determined to be uncollectible, itmstten-off as an operating expense.
Strong indications that a receivable may be uncblile are the declaration of
bankruptcy by the debtor, repeated failures toectlldisappearance of the debtor and
debts that are beyond the statute of limitationso Tmethods exist to write-off
receivables. The direct write-off method records #xpense when the receivable is
uncollectible, while the allowance method makesavigion for a portion of the current
year sales to become uncollectible throughout tiieecyear.
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5.8

5.9

5.10

Methods used to estimate un-collectible balances

There are several methods of estimating uncollliectithe most commonly used methods
base their estimates on sales data or the ages seteivables. Estimates based on sales
figures can be determined by taking a percentagstioér total sales or credit sales. An
estimate of uncollectible based on an analysiseotivables, classifies accounts into
outstanding age groups. The longer a receivaljp@ss due, the higher the probability of
nonpayment. If the estimate is larger than theruaaof the Allowance for Doubtful
Accounts, the excess should be debited to the U#mtille Accounts Expense and
credited to Allowance for Doubtful Accounts.

The allowance method

The allowance method of accounting for uncolleetildstimates the percentage of
accounts that will be uncollectible. Once the antasietermined, an adjusting entry is
made that debits Uncollectible Accounts Expense @edits Allowance for Doubtful
Accounts (also known as Allowance for Bad Debt). &vha specific account is
determined to be uncollectible, Allowance for DdubtAccounts is debited and
Accounts Receivable Account is credited. The acddgabf using the allowance method
is it provides a reduction of the value of receleaband recognition of expense in the
period the corresponding sales have taken place.

The direct write-off method

The direct write-off method only records an unodilele account expense when an
account has been determined to be uncollectiblés Tethod is not recommended
because the recognition of the expense does ala@ys in the year the corresponding
revenues were recorded. It has, however, the aagardf simplicity since no adjusting
entry is necessary at the end of a financial pefibe method is best used by businesses
that do not have a large number of credit salegshénevent an account needs to be
reinstated, the Accounts Receivable account istelbUncollectible Accounts Expense
should be credited.

e B S S S e
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6.1

6.2

6.3

6.4

UNIT 6: INVENTORIES

Introduction

Inventories are usually the largest current askathusiness and proper measurement of
them is necessary to assure accurate financianséats. If inventory is not properly
measured, expenses and revenues cannot be propgdiged. When ending inventory is
incorrect, the following balances of the balanceestwill also be incorrect as a result:
merchandise inventory, total assets, and ownenstyeqWhen ending inventory is
incorrect, the cost of merchandise sold and nebnme will also be incorrect on the
income statement.

Inventory accounting systems

The two most widely used inventory accounting systeare the periodic and the
perpetual. The perpetual inventory system requa&esounting records to show the
amount of inventory on hand at all times. It maimgaa separate account in the
Subsidiary Ledger for each good in stock, and tto®ant is updated each time a quantity
is added or taken out. In the periodic inventorgtem, sales are recorded as they occur
but the inventory is not updated. A physical ineentmust be taken at the end of the
year to determine the cost of goods sold. Regasdiewhat inventory accounting system
is used, it is good practice to perform a physicaéntory at least once a year.

Determining inventory quantities & costs

All goods owned by a business (whether or not mayi present on the business
premises), are included in inventory when an inegnts taken. This requires that all
shipping documents be examined, and all merchamdisen consignment be identified.
Determining the quantity of goods on hand should peeformed by at least two
individuals, and a third should verify accuracytiod count (especially if the goods have a
high monetary value). When determining the cosgobds, all expenses incurred to
acquire them are included in the purchase price.

Inventory costing methods - periodic

The periodic system records only revenue each déiisede is made. In order to determine
the cost of goods sold, a physical inventory mestaixen. The most commonly used
inventory costing methods under a periodic system a

O First-in first-out FIFO),
O Last-in first-out LIFO ), and
O Average cost or weighted average cost.
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These methods produce different results because flbev of costs is based upon
different assumptions. THEIFO method bases its cost flow on the chronologicdkepr
purchases are made, while tHEO method bases it cost flow in a reverse chrono&dgic
order. The average cost method produces a costé®ed on a weighted average of unit
costs.

Comparing inventory costing methods
The choice of inventory costing method affectstlibkances of:

O Ending inventory,
O Cost of goods sold, and
O Gross and net profit.

During periods of rising prices, tHelFO method generally produces a larger ending
inventory, a smaller cost of goods sold and a higrefit. During periods of rising
prices, thalIFO method produces a smaller ending inventory, alargst of goods sold
and a smaller profit. During periods of declinimicps the effects of the two methods are
reversed. The average cost method produces rekatt@are in between thdFO and
FIFO methods.

Using non-cost methods to value inventory

Under certain circumstances, valuation of inventoaged on cost is impractical. If the
price of a good drops below the purchase pricelaver of cost or Net Realizable Value
(NRV) method of valuation is recommended in IASTRis method allows declines in
inventory value to be off-set against income of peeiod. When goods are damaged or
obsolete, and can only be sold for below purchaseg they should be recorded at
NRV. The NRV is the estimated selling price lesg arpense incurred to dispose of the
good.

Periodic versus perpetual inventory systems

There are fundamental differences for accounting) i@porting merchandise inventory

transactions under the periodic and perpetual itovgrsystems. To record purchases, the
periodic system debits the Purchases account whéeperpetual system debits the
Merchandise Inventory account. To record sales p#rpetual system requires an extra
entry to debit the Cost of goods sold and creditdlandise Inventory. By recording the

cost of goods sold for each sale, the perpetuantory system alleviated the need for
adjusting entries and calculation of the goods stlithe end of a financial period, both of

which the periodic inventory system requires.
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Inventory costing methods - perpetual

The perpetual inventory system requires that aragpanventory ledger be maintained
for each good. Inventory ledgers provide detaitédrimation on purchases, cost of goods
sold, and inventory on hand. Each column givesrmédion on quantity, unit cost, and

total cost. When the average cost method is usea@dyvarage unit cost of each good is
calculated each time a purchase is made. The abemtof the perpetual inventory

system are a high degree of control, it aids innfamagement of proper inventory levels,
and physical inventories can be easily comparedcen®ter a shortage (i.e. a missing or
stolen good) is discovered, the Inventory Shortagesunt should be debited.

Methods used to estimate inventory cost

In certain business operations, taking a physioantory is impossible or impractical. In
such a situation, it is necessary to estimaterthentory cost. Two very popular methods
are:

O Retail inventory method, and
O Gross profit (or gross margin) method.

The retail inventory method uses a cost to retalepratio. The physical inventory is
valued at retail, and it is multiplied by the coatio (or percentage) to determine the
estimated cost of the ending inventory.

The gross profit method uses the previous yearssame gross profit margin (i.e. sales
minus cost of goods sold divided by sales). Cursggdr gross profit is estimated by
multiplying current year sales by that gross proférgin, the current year cost of goods
sold is estimated by subtracting the gross profitf sales, and the ending inventory is
estimated by adding cost of goods sold to goodsadoba for sale.

IAS 2 application
IAS 2 provides complete guidance for recordingdbst of inventories and their
subsequent disclosure in the financial statem@ihts.inventories are valued against their

NRV on the reporting date. Inventories are requireoktstated at the lower of cost and
NRV on the reporting datelAS 2.9)

e e e e e e ™=
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UNIT 7: NON-CURRENTASSETS

Introduction

Non-current assets are assets that are held fer@pexceeding one year and are used in
business operations. Non-current assets are atasas tangible and intangible. Tangible
non-current assets include land, buildings, equigmiirniture, plant, machinery and
vehicles whereas intangible non-current assetsidieccopy rights, goodwill, licenses,
franchises, trademarks, etc.

When a tangible non-current asset is initially aesy all costs incurred for acquisition
and installation are debited to that particulaeasecount. Expenditures that are related
to land can be debited to Land, Land Improvemesrt8Buildings depending upon how
permanent they are and how long they are expectiest

Depreciation

All non-current tangible assets, except land, dgpte over the time during which they

are used. Factors that contribute to depreciatienphysical and functional. Physical

depreciation arises from the actual use of an agsetctional depreciation is due to

obsolescence factors such as technological advameckeiess demand for a product. The
purpose of recording depreciation is to show thdidke of usefulness of an asset, not a
decline in its market value. Depreciation merelgluees the value of fixed asset

accounts; it does not reduce the cash accounfemtaash flows.

Determining depreciation

Factors that determine depreciation expense armitied cost, the residual value and the
useful life. Depreciation can only be estimatedadose it depends on several potentially
changing elements. Residual value is any value reains after an asset has been
retired. The calculation of depreciation is basadte initial cost minus residual value.
Several methods used to calculate depreciation. stitséght-line method is the most
popular. Different depreciation methods can be deedinancial statement information
and tax purposes.

Straight-line method

The straight-line method of depreciation chargasak@mounts of depreciation to each
period over the useful life of the asset. It isedetined by subtracting the residual value
from the initial cost and dividing it by the numbafrthe years of estimated life. Due to
its simplicity, it is the most widely used method.
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Units-of-production method

The units-of-production method determines deprixiaéxpense based on the amount
the asset is used. The length of life of an asseixpressed in a form of productive
capacity. The initial cost less any residual vaisigivided by productive capacity to
determine a rate of unit-of-production depreciagpen units of usage. Units of usage can
be expressed in units of goods produced, hours, aseober of cuttings, miles driven or
tons hauled, for instance. The depreciation expesfsa period is determined by
multiplying usage by a fixed unit-of-production eatf usage. This depreciation method
is commonly used when asset usage varies fromtgegrar.

Declining-balance method

The declining-balance (a variation of this methedalso known as double-declining-
balance) method is a popular form of acceleratqutedgating. This method does not
consider the estimated salvage value in determitmaglepreciation rate or in computing
the periodic depreciation. However, an asset cabeatepreciated beyond the estimated
salvage value. Depreciation expense is highestaritst year, and becomes smaller each
subsequent year.

Sum-of-the-years-digits method

The sum-of-the-years-digits method is a form ofed@@ted depreciation. The annual
depreciation is calculated by subtracting salvagdues from original cost, and

multiplying this figure by a fractional rate of depiation. The denominator of the
fraction is the sum of the years of useful life; &olife of 4 years, the denominator is = 1
+ 2 + 3 + 4 = 10. The numerator is the year in re¥eorder. For the first year, the
numerator is 4 and the fraction is 4/10.

Composite-rate depreciation method

The composite-rate depreciation method determimgsediation of a group of similar
plant assets by using a single rate. This ratetsrchined by dividing annual depreciation
by the total original cost of assets. Although fipe@quipment in the group may be
added and retired, this method assumes that themitlixemain unchanged. Gains and
losses from the retirement or disposal of assetsat realized

Comparing depreciation methods

Different depreciation methods produce differersiutes, and in some circumstances the
use of a particular depreciation method is recontedn When the use of an asset
fluctuates from period to period, the units-of-protion method is recommended. For
assets that decline in usefulness early, and dijecuo high maintenance costs as they
age or used, a form of accelerated depreciationldhme used, i.e. declining-balance and
the sum-of-the-years- digits methods.
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Depreciation & income taxes

Tax department may not agree with the method ofreégtion used by a taxable
business entity. Therefore, when a company filésrms with them for the payment of
tax liability for a given period of time, the depration is calculated again in the manner
as prescribed in the tax law. Every country haswa tax law, therefore, the treatment of
depreciation is also different in every country.

Revising depreciation estimates

Because depreciation is estimated, it often neete revised periodically over the life of
the asset. An error in estimating the salvage vahe years of useful life, or both can
require a revision. Previously recorded depreamat not affected by a revision. The
revision of depreciation only affects future depméon expenses.

Recording depreciation expenses

When depreciation is to be recorded, a Deprecidiirpense account is debited, and
Accumulated Depreciation is credited. Accumulatedpi2ciation is a contra-asset

account that decreases the value of plant asset¢sude of a contra-asset account allows
assets to be shown at cost, and thus allows eamigputations if a revision is necessary
or different depreciation methods are used. Wheasaet is sold, all accounts related to
the depreciation of that asset are adjusted.

Capital & revenue expenditures
Expenditures on fixed assets fall into two categgri

O Capital expenditures: these increase the productpacity, efficiency or useful
life of an asset, and
O Revenue expenditures: these include maintenance=pads.

If expenditure increases the efficiency or capacitya fixed asset, thdixed asset
account is debited. If expenditure increases the useftd bf a plant asset, the
accumulated depreciation accountis debited. Revenue expenditures are expensed in
the year incurred.

Disposing-off fixed assets

Fixed assets can be disposed of by discardingngetr trading in for other assets. No
matter, how fixed assets are disposed-off, the hable of the asset must be removed
from the account. When an asset becomes compleseless, it is written-off from the
books by debiting the accumulated depreciation @wuicand crediting the equipment
account. In the event an asset is discarded befoestimated useful life, the loss must be
debited to the loss on disposal of fixed assetsiatc
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Trade-in of fixed assets

When a fixed asset is sold, cash and accumulatpdeciation accounts are always
debited, and equipment account is credited. Iretrent, there is a loss or gain from the
sale, either the loss on disposal of fixed asseth@® gain on disposal of fixed assets
accounts will have an entry. When fixed assetseaohanged for new plant assets, it is
generally accepted that any gains from a trade netle recognized. The amount that is
owed after credit for the trade-in is known as blo®t, which is also the required cash
payment. The entry is this situation is debit acolated depreciation (old equipment)
debit fixed assets (new equipment) credit fixeeets®ld equipment) credit cash.

Subsidiary Ledgers for non-current assets

When a business has a large number of non-curssetsato keep track of, the use of a
Subsidiary Ledger is recommended. Detailed infolonabn each non-current asset is
maintained in the Subsidiary Ledger. All non-cutrassets can be specifically identified
by an assigned number. The first part of the nuncberesponds to the General Ledger
account, while the second part of the number reteshe identification assigned to the
asset. Periodically, it is advisable to compareibeds of the Subsidiary Ledger with the
controlling accounts in the General Ledger. SubsydiLedger is very useful in
determining depreciation expenses, filing tax amgliiance forms, as well as recording
the disposal of plant assets.

Fixed Assets’ Register

This is a list of fixed assets in summarized forndtis book records fixed assets with
every information pertaining to them but in a sumynform. The book is prepared in
addition to General Ledger and Subsidiary Ledgére Tixed asset register differs to
General Ledger accounts and its Subsidiary Ledgésicontents. General Ledgers has
every transaction in it. Whereas fixed asset regishows the summary of each fixed
asset account on a given period of timBlease refer to Appendix A for details of
information given in a typical fixed asset register. The purpose of the book is to track
information pertaining to fixed asset quickly aratarately.

Leasing fixed assets

A business can rent a property for a specifiedggleoif time under a contract known as a
lease. The lessor is the owner of the property thadessee is the party that has the right
to use the property. Leases which extent over mb#te asset life, and which transfer

ownership to the lessee at the end of the leaseadiszl capital leases. Assets held under
capital lease must be shown on the balance sheetih@refore, the assets account is
debited and a lease liability account is creditederating leases tend to be more short-
term, and the lessee does not acquire the leaspédny at the end of the lease.
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Intangible assets

Intangible assets do not have physical substartoey @re not held for sale, and they are
usually highly valuable to the business. They idelipatents, copyrights, trademarks,
goodwill, licenses, and franchises. Except for gabd most intangible assets receive

legal protection for exclusive use. The cost okabhg legal protection for the intangible

asset should be debited to the intangible assetatcThe periodic loss of value of the
intangible asset is called amortization, and is eased annually. Research and
development costs are treated as expense in thein@ared and are not treated as
intangible assets because their future succesertain.

Depletion

The periodic allocation of the use of natural reses is a called depletion. Mineral
deposits, coal, timber, natural gas, and petrolawmall subject to depletion. Depletion
Expense is debited and Accumulated Depletion iditere for the amount of usage during
the period. The usage is based on current yeauptiot as a fraction of total capacity,
and the determination is essentially identical he wnit-of-production depreciation
method.

IAS 16 property plant & equipment application

IAS 16 provides guidance about recording costxadiassets and the disclosure
requirements in financial statements.

e B S S S e
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UNIT 8: PAYROLL SYSTEM

Introduction

Payrolls represent the entire amount paid to alpleyees over a given accounting
period. Because employees are very sensitive taolbagrrors or any irregularities,
payroll systems should assure accurate and timejynpnts. Accurate records are also
required by federal and provincial government agendPayroll expenditures typically
have a significant impact on the income stateméat @dmpany. Manual labor, whether
skilled or unskilled receives remuneration in tberf of wages. Wages are usually stated
in terms of an hourly rate, weekly rate, or onecpiwvork basis.

DETERMINING EMPLOYEE EARNINGS

O Earnings are computed by multiplying hours worked ly an hourly rate.

O When hours worked is less than or equal to 40, Eamngs = Hours x Rate
(E=HxR).

O When an employee works more than forty hours and ientitled to time
and a half for each hour worked over forty, the folowing formula should
be used:

E = 40R + 1.5(H - 40).

Salaries are paid to those individuals that holahiatstrative, executive, managerial or
sales positions. Their pay is usually stated onoathly or annual basis. Salaries and
wages are often supplemented by commissions, bsnusst-of-living adjustments,
profit sharing and/or pension plans. Employers amghloyees typically meet and agree
on a fair salary or wage rate.

Profit-sharing bonuses

Bonuses are usually based upon the productivignahdividual. Today's companies are
relying less on salary and more on bonuses tocatirad reward executives. Bonuses can
be computed in several different ways, each yigldindifferent amount. The bonus
percentage can be based on income:

O Before deducting the bonus and income taxes,

O After deducting the bonus, but before deductingime taxes,

O Before deducting the bonus, but after deductingnme taxes, and
O After deducting the bonus and income taxes.
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Employee earnings deductions

Gross pay is total earnings of an employee befoyedaductions. Net pay is the amount
an employee receives after all deductions. Dedunstare commonly made for federal,
provincial, and local income taxes. Deductions barmmade for voluntary items such as
health insurance, charitable contributions, pengiod contributions and union dues.

Employer's payroll tax liabilities

Employers can be subject to both federal and pomitaxes based on the amount of
compensation paid to their employees.

Payroll accounting systems
The three major components of a payroll system are:

O Payroll Register: it is used to assemble and summdata for each payroll
period,

O Employee's earnings record: it provides detailéormation for each employee,
and

O Payroll checks, direct ATM deposits or cash, usguaticompanied by a statement
showing all the deductions.

PAYROLL REGISTER

The Payroll Register is a multicolumn journal usedo assemble and summarize
payroll data. Information that can typically be found is the following: employee
names, total hours worked, regular earnings, overnne earnings, total earnings, tax
deductions, net amount paid, check number, and a té to an expense account.
Checks are recorded in the Payroll Register so ndaleer records need to be
maintained on payments. The accuracy of the PayroRegister can be determined
by cross-verification of its columns. The regular ad overtime pay columns should
always be equal to the salary and wage expense auolus.

Components of the payroll system

The Payroll Register consists of constant and blrialements. Wage rate are typical
constant element. Hours worked vary. Informatiotamied from the Payroll Register is
used for General Ledger entries, to issue paytacks and statements, and to update
employees' earnings records. Data from the empdoyesrnings records are used to
prepare wage and tax statements and payroll taxngetEntries recorded in the General
Ledger are used to prepare the income statemeriiaedadce sheet.
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Payroll system controls

Internal controls for payroll systems are similar those for cash disbursements. A
voucher system is recommended. When names aredeléted or added to the Payroll
Reqister, they should be supported by a writtetestant from personnel department.
Attendance records are taken by personnel to ermtrarate determination of pay,
vacation benefits and sick leave benefits. As atmaermeasure of safety, employee
identification cards are often issued and mustresgnted by employees when receiving
paychecks.

Liabilities for employee fringe benefits

Fringe benefits are non-monetary benefits enjoyedrbemployee which are not subject
to tax. These benefits are provided by employemnhativate workers to increase their
efficiency. Fringe benefits commonly offered by doyers are vacations, health
insurance, pension plans, life insurance and disalisurance.

When employers agree to pay part or all of thescos$tfringe benefits; they incur an

expense and a liability. The cost of the fringedfgts should be properly matched to the
period an employee has worked. If the employeenmhgeceived the fringe benefit, a
liability remains. Depending on when the liability expected to be paid, it may be
classified as either short-term or long-term onliakance sheet.

Types of fringe benefits: Statutory & Non-statutory benefits

Statutory benefits may include leave with wagessalary, retirement and pension
benefits, medical benefits, employment injury bésgktc. Non-statutory benefits may
include accommodation and educational facilitiastfie kids of an employee, recreation
and benefits such as transport, etc.

8.10 IAS 19 & IAS 26 application

Wages and salaries

Compensated absences (paid vacation and sick leave)
Profit sharing plans

Bonuses

Medical and life insurance benefits during emplogine
Housing benefits

Free or subsidized goods or services given to eyep®
Pension benefits

Post-employment medical and life insurance benefits
Long-service or sabbatical leave

‘Jubilee’ benefits

Deferred compensation programs

Termination benefits.

O OO O OO OO0 OO0
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UNIT 9: THE GOING CONCERN ASSUMPTION

Definition & its explanation

In the ordinary course, accounting assumes thabtistness will continue to exist and
carry on its operations for an indefinite periodtie future. The entity is assumed to
remain in operation sufficiently long to carry o$ objects and plans. The values
attached to the assets will be on the basis @liteent worth. The assumption is that the
fixed assets are not intended for re-sale. Thezefbmay be contended that a statement
of financial position (balance sheet) which is @megl on the basis of record of facts on
historical costs cannot show the true or real woftthe concern at a particular date. The
underlying principle there is that the earning powad not the cost is the basis for
valuing a continuing business. The business iotdigue indefinitely and the financial
and accounting policies are followed to maintaie ¢bntinuity of a business unit.

Examples of indicators of going concern problems

O Operating Indicators
1. Lack of strategic direction, including well-docunted policies, plans, and
forecasts;
2. Deficiencies in the governing body, such as lackhdépendent members, or little
involvement in key decisions;
Lack of management expertise or loss of key managéepersonnel;
Loss of major market, license or franchise;
Prolonged industrial action;
Shortages of important supplies or loss of majppsars;
Deficiencies in management information system;
Rapid or unplanned development of business withootmensurate
developments in support areas;
9. Un-insured or under-insured disasters such as ttsufiyes, floods, frauds, or
sabotage.

ONOO R W

O Financial Indications
1. High gearing or a net liability position;
2. Fixed-term borrowings nearing maturity without isét prospects of renewal or
repayment;
3. Reliance on short term borrowings to finance losgr assets;
4. Adverse key financial ratios;
5. Lack of sustainable operating profits or cash flémesn core business activities;
6. Dividend arrears or discontinuance;
7. Inability to pay creditors on time;
8. Excessive reliance on transactions with relatetigsr
9. Potential losses on long term contracts or unecontmmg-term commitments;
10. Difficulty in complying with the terms of loan agmnents or the need to

restructure debt;
(47/49)
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11.Denial of trade credit by suppliers;

12.Inability to obtain necessary financing;

13.Need to seek new sources or methods of financing dispose of substantial
assets; and

14.Reduction in government funding.

O Other Indications
1. Non-compliance with capital or statutory requiretsen
2. Undue influence of a market-dominant competitors;
3. Legal proceedings against the entity that may tesylidgments that could not
be met or in restrictions on trading opportunities;
. Technical developments which render a key prodbsblete;
. Adverse changes in legislations or government gplic
. Failure of other entities in the same industry; and
. Lack of adequate back-up and recovery capabilitiekey information systems.

~N o o1 b~

Examples of mitigating factors

U Asset Factors
1. Disposability of assets that are not operationaligrdependent;
2. Capability of delay the replacement of assets amesLin operation or to lease
than purchase assets; and
3. Possibility of using assets for factoring or sale &easeback.

U Debt Factors
1. Availability of unused lines of credit or similanlyowing capacity;
2. Capability to renew or extend the due dates oftimgdoans; and
3. Possibility of entering into debt restructuring egments.

U Cost Factors
1. Separability of operations producing negative déshs;
2. Capability of postponing expenditures such as reasmce or R & D;
3. Possibility of reducing expenditures on overheattsadministration.

U Equity Factors
1. Variability of dividend requirements;
2. Capability to obtain additional contributions by msvs; and
3. Possibility of increasing cash distributions fronbsidiaries

e B S S S e
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APPENDIX A: HOW TO CREATE & MAINTAIN A
FIXED ASSET REGISTER

Open the following columns for each asset in a figeasset register:

1. An asset tracking number or asset code, whichuisigue identification number.
The physical asset is often marked with this ideatiion number, either
directly or with an asset tag.

The complete description of the asset like modekenchassis #, etc. etc.

The quantity of asset acquired.

The asset is manufactured by the company shoudivea in detail.

The asset's serial number, which is the identiboahumber assigned to the asset
by its manufacturer.

Warranty coverage, which can be a simple yes/nicanar or a hyperlink to the
warranty contract.

7. The warranty expiration dates of assets purchatady().

8. Insurance coverage of each asset according to econguaicy, which should be

linked to a file containing the detailed insuracogerage.

9. The acquisition date of the asset.

10. The acquisition cost of the asset.

11. Capital expenditure made on the asset which prelditg life and efficiency.

12. Any revision in the depreciation because of cagitglenditure made on the asset

13.The date the asset was placed into service.

14.The percentages of use of asset for business mg@osl mention if any other use

of the asset is made.

15.The salvage value of each asset.

16.The asset's useful life as determined by the manexge which is the period over

which the asset will be depreciated.

17.The depreciation method used for each asset.

18.The current book value of each asset.

19.The physical location of the asset.

20.The date of disposal of each asset.

The End.

abrwn
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