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Partnerships:

Partnership Appropriation Account

Detail S S S
Net profit XXAX
Add interest on drawings: Partner A XXAX
Partner B )} 9.9.9.4
Less interest on capital: Partner A (XXXX)
Partner B (XXXX)
Less Partners salary: Partner A (XXXX)
Profit to be shared XXAX
Current Account
Detail A B Detail A B
Balance b/d XXX | XXX Balance b/d XXX XXX
Drawings XXX XXX Interest on XAX XXX
capital
Interest on KXX XXX Salary AXX XXX
drawings
Loss Xxx [xxx | Profit XXX XXX
Balance c/d Xxx |xxx |Balancec/d XXX | xxx
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Control Accounts:

Sales ledger control Account

Balance b/d

Credit Sales

Interest charged to customer

Dishonored

cheque

Return in
Discount allowed
Bank

Bad debt

Transfer/Set off

Balance c/d

Purchase ledger control Account

Bank

Return out

Balance c/d

Discount received

Transfer/Set off

Balance b/d
Credit Purchase

Interest charged by suppliers

Limited Company:

Statement of changes in equity (Limited companies)

Preference | Ordinary Share Revaluation | General | Retained | Total
Share Share premium reserve Reserve | earnings
capital capital
$ $ $ $ $ $ $

Balance at start XX XX XX XX XX XX XX
of year
Share issue XX XX XX XX
Profit for the XX XX
year
Revaluation XX XX
Transfer to XX (XX) -
Reserve
Preference (XX) | (XX)
Dividends paid
Ordinary (XX) | (XX)
Dividends paid
Balance at end XX XX XX XX XX XX XX
of the year
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Balance Sheet (Limited Companies)

Appendix 2 - Alternative format for statement of financial position (Balance Sheet)

Statement of financial positionas at............

fm Sm
ASSETS

MNon current assets:
Property, plant and equipment X
Goodwill
Investments X

=

Current assets
Inventories
Trade and other receivables
Prepayments
Cash

oM oM oM

E

Total assets 5

EQUITY AND LIABILITIES

Capital and reserves
Issued capital
Reserves
Accumulated profits

o M M

Non current liabilities
Loan notes X

Current liabilities
Trade and other payables
Overdrafts
Proposed dividends
Tax provision

o oM o

Total equity and liabilities %

Subscription Account

Balance b/d (Owing) Balance b/d (Prepaid)
Income and Expenditure Bank

Bad Debt
Balance c/d (Prepaid) Balance ¢/d (Owing)
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Trial Balance:

Detail Debit Credit
Capital XXX
Drawings XXX

Incomes XXX
Expenditure | XXX

Revenue XXX
Purchase XXX

Sales return | XXX

Inventory XXX

Bankoverdraft XXX
Trade XXX

Receivables

Trade payable XXX
General Exp | XXX

Non-Current |XXX

Assets

Commission XXX

Received
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Capital Account

Net Loss
Drawings

Balance c/d

Balance b/d
Net profit
Additional Capital

Bank/Cash

Income Account

Balance b/d owing

IS

Balance c/d advance

Balance b/d advance

Bank

Balance b/d owing

Expense Account

Balance b/d advance

Bank

Balance c/d owing

Balance b/d owing
IS

Balance ¢/d advance
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Manufacturing:

Manufacturing Account

Opening Stock of raw materials XXX
Add purchase of raw materials XXX
Add carriage in of raw materials XXX
Less return out of raw materials (XXX)
Less goods drawings of raw materials (XXX)
Less Closing stock of raw materials (XXX)
Cost or Raw materials consumed XXX
Add direct labor XXX
Add direct expense XXX
Prime cost XXX
Add factory overheads XXX
Add depreciation XXX
Add opening work in work in progress XXX
Less closing work in progress (XXX)
Cost of production XXX

section includes only office, selling and financial expenses

The income statement (trading and profit and loss account of a manufacturing
business follows the same format as that of any other form of business, except that the
trading account section includes the production cost of goods completed. The profit and loss

Name of manufacturing business
Income Statement (Trading Account) for the year ended

5
Sales
Less Cost of sales
Opening inventory (stock) of finished goods
Production cost of goods completed
Purchases of finished goods

Less Closing inventory (stock) of finished goods
Gross profit

|||||||||||||||

XXX
XXX
XXX
HHAK
XXXX

HHKX
XHXX

business; however there may be three stocks rather than one.

The balance sheet of a manufacturing business follows the same format as that of any other
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Irrecoverable Debts :

Bad Debt

Various Debtors IS

Provision for Bad Debt

Is (Decrease) Balance b/d

Balance c/d IS ( Increase

Bank Reconciliation Statements and Updated Cash books

DR Amended Cash Book CR
$ $

*Balance b/f (Cash at bank) EEX *Balance b/f (Bank overdraft) Tk
Credit transfer il Standing order SR
Dividend received et Direct debit b
Interest recieved et Bank charges b
*Balance c/d (Bank overdraft) *hk Interest on overdraft *hk
Dishonoured cheque Rt

*Balance ¢/d (Cash at bank) EE

*kk *kk

*Balance b/d (Cash at bank) s *Balance b/d (Bank overdraft) s

Bank Reconciliation Statement:

Method 1- Start with Bank Statement Balance

Balance as per bank statement ( Debit - Negative / Credit - Positive) Rt
Add Uncredited cheque / Lodgements dokok
Less Unpresented cheque (k)
Balance as per amended cash book ek

Method 2- Start with Updated Cash book Balance

Balance as per amended cash book Hokk
Less Uncredited cheque / lodgements (***)
Add Unpresented cheque Fekk
Balance as per bank statement ( Debit - Negative / Credit - Positive) s
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Sole Trader Income Statements and Balance Sheets:

(a) Financial Statements (Final Accounts) of a Sole Trader — Trading business

Sole Trader (Name)
Income Statement (Trading and Profit and Loss Account)

for the year ended .........c.coeviiiinnncnnnanna
$ 3 3
Revenue (sales) XXXX
Less Sales returns KHXK
KXXX
Less Cost of sales
Inventory (opening stock) XXXX
Purchases XXKX
Less Purchases returns XXXX
XXX
Less Goods for own use XXXX
XXX
Carriage inwards XXXX XXXX
00X
Less Inventory (closing stock) XXX XXXK
Gross profit XXXX
Add Other income
Discount received XXXX
Rent received XXXX
Commission received XKXX
*Profit on disposal of non-current (fixed) assets XKXX
**Reduction in provision for doubtful debts XXX
XXXX
Less Expenses
Wages and salaries XX XX
Office expenses XX XX
Rent and rates XHXX
Insurance XXXX
Office expenses XXXX
Motor vehicle expenses XXXX
Selling expenses XXXX
Loan interest XXXX
*Loss on disposal of non-current (fixed) assets XXXX
**Provision for doubtful debts XXXX
Depreciation of fixtures and fittings XXXX
Depreciation of office equipment XXXX
Depreciation of motor vehicles XXXX XXXX
***Profit for the year (Net profit) XXXK

If only one asset was sold during the year only one of these items will appear

If the provision reduces, the surplus amount is added to the gross profit: if the provision
increases, the amount required is included in the expenses

If the expenses exceed the gross profit plus other income the resulting figure is
described as a loss for the year (net loss)

ik

e
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Sole Trader (Name)
Balance SNt &t ..cioressssnsisursssssnsnrinssnnssssses

$ $
Non-current (Fixed) assets Cost Depreciation
to date
Land and buildings XXX
Fixtures and fittings KKXX XXXX
Office equipment XXXX XXXX
Motor vehicles XHAK XHXXK
XXXX XXXX
Current assets
Inventory (Stock) XXXX
Trade receivables (Debtors) XXXX
Less Provision for doubtful debts KXXK XXX
Other receivables (Prepayments) XXXX
Other receivables (Accrued income) XXXX
*Cash equivalents (Bank) XXXX
Cash XXXX
XXX
Current liabilities
Trade payables (Creditors) XXXX
Other payables (Accruals) XXXX
Prepaid income XXXX
*Bank overdraft XXXX XXXX

Net current assets (Working capital)

Less Non-current liabilities (Long term liabilities)
Loan

Financed by
Equity (Capital)
Opening balance
**Plus Profit for the year (Net profit)

Less Drawings

* If the business has only one bank account only one of these items will appear
**|If there is a loss for the year (net loss) this will be deducted rather than added

$

Book
value

XXX
KA KK
HHHXK
XXXX
XX

XHHX
XXXX
XXXX
XXXX
XXXX

INCOME STATEMENT EXTRACT

Gross Profit XYZ
Add: Decrease in allowance for doubtful debts (Other Income) XYZ
XYZ

Less: Expenses:

Bad debts expense (if any) (XYZ)

Increase in allowance for doubtful debts (Expense) (XYZ)

XXX

Profit for the year XYZ
BALANCE SHEET EXTRACT

Current Assets

Trade receivable XYZ
Less: Provision for doubtful debts (XYZ)
XYZ

Met Receivables XYZ
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Service Business:

(b) Financial Statements (Final Accounts) of a Sole Trader — Service business

Sole Trader (Name)
Income Statement (Profit and Loss Account)
for the year ended ..........ccccviiiiinieninnes
$ $ $
Fees received XXXX
Commission received KO0
Rent received XXXX
Discount received XXXX
*Profit on disposal of non-current (fixed) assets XXXX
**Reduction in provision for doubtful debts XXXX
XXXX
Less Expenses
Wages and salaries XXXX
Office expenses XXXX
Rent and rates XXXX
Insurance XXXX
Office expenses 00K
Motor vehicle expenses XXXX
Selling expenses XXXX
Loan interest XXXX
Bad debts
*Loss on disposal of fixed assets XXXX
**Provision for doubtful debts XXXX
Depreciation of fixtures and fittings XXXX
Depreciation of office equipment XXX
Depreciation of motor vehicles XXXX XXXX
***Profit for the year (Net profit) XXXX
! If only one asset was sold during the year only one of these items will appear
. If the provision reduces the surplus amount is added to the gross profit: if the provision
increases the amount required is included in the expenses
*** If the expenses exceed the gross profit plus other income the resulting figure is
described as a loss for the year (net loss)

The balance sheet of a sole trader in the service sector is presented in the same format
as the balance sheet of a sole trader involved in a trading business.
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Clubs and Societies / Non Trading Business:

(e) Financial Statements (Final Accounts) of a non-trading organisation

A summary of the cash book, known as a receipts and payments account, is prepared by
the treasurer of a non trading organisation. All money received is shown on the debit side and
all money paid out on the credit side. It is balanced in the same way as a cash account. A
trading account may be prepared if a shop or café etc is operated by the organisation.

Non-trading Organisation (Name)
Shop Trading Account for the year ended .............cccvvvvieincnnnns
$ $ $

Sales XXXX
Less Cost of sales

Opening inventory (stock) XXXX

Purchases XXXX

KXXX

Less Closing inventory (stock) XXXK
Cost of goods sold XHHXK
Add Shop expenses

Wages of shop assistant XXX

Shop rent and rates XXX

Depreciation of shop fittings KXXX XXXX XXX
Profit on shop KXXXK

An income and expenditure account is also prepared - the equivalent of the profit and loss
account of a business. The expenses of the organisation are deducted from the revenue and
the resulting figure is a surplus or deficit, rather than a profit or loss.

Non-trading Organisation (Name)

Income and Expenditure Account for the year ended ...............
$ $ $
Income
Subscriptions XXX
Profit on shop
Competition — entrance fees XXX
less expenses XXXX XXXX
Interest received XXX
*Profit on disposal of non-current (fixed) assets AXXX
XXXX
Expenditure
General expenses XXXX
Rates and insurance XXX
Repairs and maintenance XHHXK
Loan interest XXXX
*Loss on disposal of non-current (fixed) assets XXXX
Depreciation of equipment KXXX XXXX
**Surplus for the year 30008

If only one asset was sold during the year only one of these items will appear
** If the expenditure exceeds the income the resulting figure is described as a deficit
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OPENING ACCUMULATED FUND

S

OPENING ASSETS

Cash / Bank XYZ
Inventory of refreshment XYZ
Equipment XYZ
Subscription in arrears XYZ
Prepaid Expense XYZ
Premises XYZ
Less: OPENING LIABILITIES

Subscription in advance XYZ
Accrued/Owings to supplier XYZ
Overdraft / Loan XYZ

Opening Accumulated fund

XYZ

(XYZ)

XYZ
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Statement of Financial Position as at 31 December 2022

Assets S

Non-Current Assets Cost
Land XYZ
Building XYZ
Equipment xYZ

Current Assets
Inventory
Subscriptions in Arreas / Owing XYZ

Prepaid Expense
Bank

Cash

Total Assets

Total Liablities

Opening Accumulated Fund
Add Surplus / Less (Defecit)
Add: Donations (Capital) / Legacy / Gift

Add: Long term loan etc

Current Liabilities

Trade payables / Creditors
Bank O/D (Over Draft)
Accrued Expenses

Subscriptions Advance / Prepaid

Total Liabilities

S

Acc Dep

(XX)

(XX)

XYZ
XYZ
XYZ
XYZ

XYZ

XYZ
XX/(XX)
(XYZ)

XYZ

XYZ
XYZ
XYZ

XYL

NBV

XX

XX

XX

XYZ

XYZ

XYZ

XYZ

XYZ

XYZ

The first section of the balance sheet of a non-trading organisation follows the same

format as that of a sole trader. The second section of the balance sheet has to be

modified so that it shows the accumulated fund and the surplus or deficit.

Non-trading Organisation (Name)

Accumulated fund
Opening balance
*Plus surplus for the year

* If there is a deficit this will be deducted from the accumulated fund

Extract from Balance Sheetat .........ccoooiiiiiiiiiiinieinn

KEAX
KXAX
KXXX
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ERRORS AND SUSPENSE:

Important rules to keep in mind:

DOUBLE ENTRY FOR DEPRECIATION

Income statement XYz
Provision for depreciation XYz

(To record the depreciation expenses for the year)

DISPOSAL ENTRIES

1) To write off cost of an asset
Disposal account xyz
Machine/Vehicle/Equipment XYz

(To write off an assets account on its disposal)

Accumulated Dep / Provision for depreciation XYZ
Disposal Account XYz

(To write off the total deprecation of the asset sold)

3) To record the cash or cheque receipt on disposal
Cash/Bank/Debtor XyZ
Disposal account xyz

(To record the cash or cheque received on sale)

4) To record the Gain or loss on disposal (Gain Entry)
Disposal Account XYz
Income Statement (Gain) XYZ

(To record the gain on disposal)

(Loss Entry)
Income Statement (Loss) XYz
Disposal Account XYz

(To record the loss on Disposal)

2) To write off total depreciation charged from the date of purchase to date of sale.

'Only Put Suspense if the question says :
“XYZ Has decided to create a Suspense Account”

Otherwise follow the rules above 1
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There are two types of categories of errors:

(1) Effecting trial balance

(2) Not effecting trial balance
Errors not effecting trial balance
There are seven errors which does not affect trial balance
Error of Omission — the transaction is completely omitted from the books
Error of Commission — the error is made between two items on the same side either debit
or credit
Error of Original entry — the total amount of the transaction is being made wrong on both
debit and credit sides
Error of reversal entry - it is when the debit transaction is being made credit and credit as
debit —in this case double the amount to correct the transaction
Compensating Error — It is when two errors on opposite sides cancel each other
Error of Principles — When asset is taken as expense or liability is taken as income.
Errors effecting trial balance — When an error is single sided, it will effect the accuracy of
trial balance.
Open a suspense account — post the difference in trial balance on the smaller side with
respect of trial balance, and post the transactions of correction

Statement of Corrected profit for the year

\:r!'

Start from profit before correction (CR)

v

Add sales and income (CR)

“'r?'

Less expenses (DR)

\;I_-:I'

Result will be profit after correction
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Depreciation and Disposal Accounts:

Asset Account (Equipment / Machine / Vehicle / Building)

Opening balance b/d XXX Disposal XXX
Bank / Liability (Addition) XXX Closing balance c/d XXX

XXX XXX
Opening balance b/d XXX

Provision for Dep / Accumulated Dep (Machine / Vehicle / Building)

Disposal Xyz Opening balance b/d Xyz
Closing balance c/d XYZ Income Statement
Xyz (Current Year Depreciation) Xyz
xyz Opening
balance b/d XyzZ

Disposal Account

(Machine / Vehicle / Building) XYz Provision for Dep / Acc Dep Xyz
Income Statement (Gain) XyZ Bank / Cash / Debtor XyzZ
Xyz Income Statement (Loss) XYZ

Xyz
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Inventory Valuation:

Cost & Net Realisable Value

What is the cost and net realisable value of inventory?
= The cost of inventory is the total cost to the business of obtaining goods
= The purchase cost of the goods

= Plus the cost for carriage inwards

= The netrealisable value (NRV) of inventory is the net amount the business is likely to receive when
selling the goods

= The selling price of the inventory
= Minus any selling expenses

= Suchasthe cost of repairing damaged goods

What is the basis for the valuation of inventory?

= |nventoryis valued at the lower value between:
= Thecost
= The netrealisable value

= This method of valuation complies with the accounting principle of prudence
= Thevalue of the inventory (asset) is not overstated
= The profitis not overstated

= Formostinventory, the cost will be the lower of these values; however, there are some exceptions
= Damaged goods might need to be repaired before they canbe sold
= Goods that are close to their expiration date might need to be sold at alower price

= The business might use lower prices to promote new products
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Capital and Revenue Expenditure:

Capital Expenditure

What is capital expenditure?

= Capital expenditure is money that is spent on non-current assets for the long-term benefit of the
business

= (Capital expenditure includes:
= The purchase of non-current assets
= Thedelivery of non-current assets
= Theinstallation of non-current assets
= Thelegal costsincurred with the non-current asset purchases
= The decoration of new non-current assets
= Theextension of non-current assets
= e.g.increasingthe size of astorage warehouse

= (Capital expenditureisincluded in the statement of financial position under the non-current assets
section

s [tisnotincludedin the income statement

Revenue Expenditure

What is revenue expenditure?
= Revenue expenditure is money that is spent on the day-to-day running costs of the business
= Revenue expenditure includes:

» The purchase of goods forresale

General expenses

= |nsurance

Training costs

Repairs of non-current assets

Redecoration of existing non-current assets
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Effects of Incorrect Treatment of Expenditure:

What happens when you incorrectly treat Capital Expenditure as Revenue
Expenditure?

Incorrectly treating capital expenditure as revenue expenditure will affect the
financial statements

~ It will incorrectly appear as an expense on the income statement.

- The expenses will therefore be overstated.

- This means the profit for the year will be understated.

~ It will not appear as a non-current asset on the statement of
financial position.

> The non-current assets will therefore be understated.

~ The capital will be understated because of the understated profit.

What are the effects of treating revenue expenditure as capital expenditure?

Incorrectly treating revenue expenditure as capital expenditure will affect the
financial statements
~ It will not appear on the income statement.

~ The expenses will therefore be understated.

~ This means the profit for the year will be overstated.

~ It will incorrectly appear on the statement of financial position.
~ The non-current assets will therefore be overstated.

~ The capital will be overstated because of the overstated profit.

How do I treat low-valued non-current assets?

Some non-current assets have a small cost to the business
~ Calculators
- Staplers
~ Waste bins

The accounting principle of materiality means that a business should treat these items

as expenscs
- Rather than non-current assets
~ These will appear on the income statement.
~ These will not appear as non-current assets on the statement of financial

position.
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Accounting Principles:

What are accounting principles?

» These are the rules, principles and guidelines used when preparing the financial statements of a
business

These are used by all accountants internationally

Accountants must comply with these principles so that:
= Financial statements can be accurately compared with those of similar businesses

= The owner(s) of a business can compare the year-by-year performance of the business

The ten accounting principles are:
= Business entity

= MDneymeasurement

= Goingconcern

= Historic cost

= Materiality

= Duality

= Consistency

= Matching

= Realisation

» Prudence

The accounting concepts are the rules that are applied in recording transactions and
preparing the Trading and Profit and Loss account and the Balance sheet.

1. Business Entity Concept:

This rule states that only the transactions of the business should be recorded and

NOT the owner’s private transactions.

Example: the owner buys himself groceries will Not be recorded

2. Money Measurement Concept
Only transactions that can be expressed in monetary terms are to be recorded.
Example: the motivational level and skills of the employees will NOT be recorded

3. Historic Cost Concept

All transactions are recorded at their cost to the business.

Example: a machine bought for a bargain at 50% less than what it is worth, will
still be recorded at the cost paid and not at the higher value it may be worth.
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4. Realisation Concept

Profits are realized (actually earned) when cash or a debtor replaces the goods or
services. A transaction is NOT realized when an order is received or when a
debtor pays his debt.

Example: A sale is considered to be realized when a customer takes ownership of
the good or service regardless of whether money is received straight away.

5. Dual Aspect Concept (duality)

Every transaction will affect two items in the business — this is represented by
both a debit AND a credit entry in the ledger. Example: A transaction is
considered to have a giving and taking effect so the purchase of stock for cash
will reduce the cash amount in the balance sheet and increase the stock of goods.

6. Consistency Concept

Transactions of a similar nature should always be recorded in the same (or
consistent) way. This is to ensure that the Profit and Loss Accounts and Balance
Sheets can be meaningfully compared each year.

Example: keeping the percentage rate of depreciation the same every year

7. Materiality Concept

This concept implies that you should not waste time recording transactions that
are trivial (involving very small amounts of money).

Example: Depreciation on a cheap waste paper bin

Paper clips left over at the end of the year to be used the following year

BE CAREFUL: what is trivial to a large business could be material to a small

business.

8. Accruals (Matching) Concept

The Trading and Profit and Loss Account should only include the income earned
and expenses incurred for the current financial year.

Example: rent still owing at the end of the year should be included in this year’s
expenses.

9. Prudence Concept

This concept states that profits must not be overstated and the value of Assets
must not be shown to be too high. The accountants’ duty is to ensure that the
readers of the final accounts get a true and proper picture of the financial state of
the business.

Example: writing oft a bad debt even though there is a small chance that the
debtor may still pay.

10.Going Concern Concept

It is assumed that a business will continue to exist for a long period of time.

Example: on the last day of the financial year, the government passes a law which

prevents us from selling our product. We should still continue to draw up the final accounts.
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Ratio Analysis:

What are profitability ratios?
= Profitability ratios assess a company's ability to earn profits from sales, operations or assets
» They compare profits to other values such as revenue, costs and capital employed
» The main profitability ratios are:
= (Gross margin
= Mark-up
= Profitmargin

= Returnon capital employed

Gross Margin

What is the gross margin?

What is the formula? Gross profit
x 100
Revenue
How should the value be Write as a percentage (X%)
written?
How should the value be Round to two decimal places
rounded?
What does the value mean? The value represents the proportion of the revenue that is turned into
gross profit
How can the ratio be = Increase the selling price of the goods
improved?
= Buythe goods from a cheaper supplier

= [fthe gross margin decreases then this suggests that:
= The goods are being sold at a cheaper price thanin previous years

= Allowing more trade discounts has the same effect

= The costs of goods have increased but their selling price has remained the same
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What is the mark-up?

Whatis the formula?

Gross Profit
X
Cost of sales

How should the value be
written?

Write as a percentage (X%)

This can be bigger than 100%

How should the value be
rounded?

Round to two decimal places

What does the value
mean?

The value represents the percentage of the cost of sales thatis added to
the costs to form the selling price

How cantheratio be
improved?

= |ncrease the selling price of the goods

= Buythe goods from a cheaper supplier

= The mark-upisnormally a

fixed percentage applied to the cost of the goods

= The percentage can beraised toincrease profits

EXAMINERTIP

The mark-up can be bigger than 100% so do not worry if your answer is bigger than 100%.

Profit Margin
What is the profit

margin?

What is the formula?

Profit for the year
*
Revenue

100

How should the value be
written?

Write as a percentage (X%)

How should the value be
rounded?

Round to two decimal places

What does the value mean?

The value represents the proportion of the revenue thatis turnedinto
profit for the year

How can the ratio be
improved?

= |ncrease the gross profit

= |ncrease selling prices

= Buy goods from cheaper suppliers
= |ncrease income from other sources

= Reduce expenses such as staff salaries, marketing or administrative
costs

= Adecreasing profit margin suggests that:

»  Gross profit has decreased from previous years

= The businessis paying more for expenses

» The businessis not earning as much otherincome as in previous years
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WORKED EXAMPLE 0

Kaley is a sole trader. She provides the following information for the year ended 31 December 2023.

$
Revenue 128000
Gross profit forthe year 74000
Other income 9000
Expenses 46000

Calculate Kaley's profit margin. Your answer should be correct to two decimal places.
Answer
= Calculate the profit for the year

» Gross profit + Otherincome - Expenses
= $74000+$9000-%46000=%37000
= Calculate the profit margin

Profit for the year

) Revenue Xl

37000
128 000

= Round to two decimal places

x 100=28.90625

= Profitmargin=28.91%

Return on Capital Employed (ROCE)
What is the return on capital employed (ROCE)?

What is the formula? Operating profit for the year

Capital employed

x 100

Capital employed = Equity (or capital) + Non-current liabilities

How should the value be Write as a percentage (X%)
written?

How should the value be Round totwo decimal places
rounded?

What does the value mean? | The value represents the proportion of the capital employed that is
turned into profits

How canthe ratio be » Increase the profit forthe year
improved?
» Increaseincome

s Decrease expenses

» Reduce non-current liabilities such as bank loans

= Abusiness aims to increase the return on capital employed

s The business should consider whetherit can use more short-term sources of finance rather than
long-term loans
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Example:

EXAMINER TIP o

MNotice that this profitability ratio uses the operating profit rather than the profit for the year. This
means you need to use the profit before finance costs (loan interest or debenture interast).

WORKED EXAMPLE (/]
The equity and liabilities of Khazam Ltd at 31 December 2023 are listed below.
5
Ordinary share capital 140000
General reserve 40000
Retained eamings 50000
5% Debentures 30000
Trade payables 25000

The profit for the year ended 31 December 2023 was $35 000 after charging debenture interest.

Calculate the return on capital employed for the year ended 31 December 202 3. The calculation
should be correct to two decimal places.

Answer
s Calculate the debenture interest for the year

= 5% x$30000=%1500
= Calculate the operating profit for the year

s Add the debenture interast back onto the profit for the year
= $1500+%35000=%356500
Calculate the capital employed

= Equity (Share capital + Reserves + Retained earnings) + Non-current liabilities
= $140 000 + $40 000 + $50 000 + $30 000 = $2560 000
Calculate the return on capital employed

Operating profit for the year

. , X
Capital employed o

36 500
260 000

Round to two decimal places

x 100=14.0384...

= ROCE=14.04%
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Profitability:
Evaluating Profitability

How do | evaluate the profitability of a business?
= |tisbesttolook at multiple profitability ratios together to get abetterunderstanding
= The gross margin might be high but the profit margin might be low
= This suggests that gross profitisnot anissue
= The business needs to look at otherincome and expenses

= The difference between the gross margin and profit marginis the proportion of revenue that is
spent on expenses after deducting otherincome

= Asmaller difference indicates that a business has better control of expenses
= Consider actions which have a positive and negative effect
» Forexample, if a business finds a cheaper supplier:
= The gross margin mightincrease as aresult of lower cost of sales

= However, the quality of the goods might not be as good, which could cause customers to
shop elsewhere, reducing sales revenue

How do | compare the profitability of a business between
years?
= Compare theratios to the same ratios from previous years
= Foreachratio
= Make a general comment
= Statewhetherit hasimproved or gotten worse
= State the percentages
= Give possible reasons for the change

= Calculate the difference between the gross margin and the profit margin to see if the business has
gotten better at controlling expenses

Example:

Sana and Taz are business partners. They provide information for the financial years ending 31
December 2022 and 31 December 2023.

Yearended
31December 2022 31December 2023
Gross margin 32.25% 43.75%
Profit margin 9.43% 10.31%
Return on capital employed 21.08% 10.45%

Comment on the performance of the business over the two years.
Answer

= Commentonthe gross margin
The gross margin has improved from 32.25% to 43.75%. This could be because Sana and Taz
increased the selling prices of their goods. They could have decreased the cost of sales by
changing to a cheaper supplier.

= Commenton the profit margin
The profit margin has improved from 9.43% to 10.31%. This could be due to a higher gross profit, but
it could also be due to anincrease in otherincome.

= Cormment on the differences between the gross and profit margins
In 2022, the difference between the gross and profit margins was 22.82%. In 2023, this difference
was 33.44%. The difference worsened, which could be because Sara and Taz had worse control over
their expenses.

= Comment onthe return on capital employed
The return on capital employed worsened from 21.08% to 10.45%. This could be due to anincrease
in the capital employed. This may have involved more capital being introduced by the partners ora
long-termloan.
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Liquidity Ratios:

= Theliquidity ratios are:
s Currentratio

= Liquid (acid test) ratio

Current Ratio

What are liquidity ratios?
= Liquidity ratios are ways to measure how quickly a business can convert assets into cash

= Theycompare the current assets to the current liabilities

What s the currentratio?
» The current ratio is also known as the working capital ratio

= Working capital is current assets minus current liabilities

Whatis the formula?

Current assets
Current habilities

How should the value be
written?

Write asaratio(X:1)

How should the value be
rounded?

Round to two decimal places

What does the value mean?

The value represents the amount of current assets available to cover each
$1of current liability

How can the ratio be
increased?

» |ncrease current assets by introducing capital or selling non-current
assets

= Reduce current liabilities, such as overdrafts and trade payables

liabilities

= Aratiocloseto 2:1is generally good

» [fitislessthan1:1thenthe business does not have enough current assets to cover its current

= |[fitis toohighthenthe business could have too much inventory or trade receivables
= Theyneed to improve theirinventory control

= Theyneed to encourage credit customers to pay faster
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Liquid (Acid Test) Ratio
What is the liquid (acid test) ratio?

= Theliquidraticis also known as the acid test or the quick ratio

» |t measures how well current liabilities are covered by the more liquid forms of current assets—cash

and trade receivables

Whatis the formula?

Current assets — Inventory
Current liabilities

How should the value be
written?

Write as aratio(X:1)

How should the value be
rounded?

Round to two decimal places

What does the value
mean?

The value represents the amount of cash and receivables available to cover
each $1 of current liability

How canthe ratio be
increased?

= [ncrease current assets, especially cash, by introducing capital or
selling non-current assets

= Reduce current liabilities, such as overdrafts and trade payables

= Aratioclosetol:1is generally good

= |fitis above 1:1thenthe business has enough current assets to coverits short-term debts even if
the inventory cannot be sold

= [fitis too highthen the business could be owed too much by trade receivables

= Thevneed to encourage credit customers to pay faster
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Rate of Inventory Turnover

What is the rate of inventory turnover?

What is the formula? Cost of sales

Average inventory

How should the value be | Write as the number of times peryear (X times)
written?

How should the valuebe | Roundtotwo decimal places

rounded?

What does the value The value represents the number of times a business is able to fully sell and
mean? replaceitsinventoryinayear

How can the ratio be » Increase the volume of sales

improved?

= Reduce the amount of inventory that is held by the business

» |tcanbe easierto think of the rate in terms of how long it takes for a business to fully sell its inventory
without replacingit

= |ftherate of inventory is 2 then this means it takes the business half a year to fully sell its inventory
without replacing it

= Youcandivide 365 days by the rate to find the number of days it takes to fully sell the inventory
without replacing it

= Abusiness aims to sellitsinventory quickly

= This prevents the inventory from going out of date or out of season

Trade Receivables Turnover
What is the trade receivables turnover?

What is the formula? Trade receivables
Credit sales

365

How should the value | Write as the number of days (X days)
be written?

How should the value | Roundup to the nextwhole day
be rounded?

What does the value The value represents the average number of days it takes a business to receive

mean? full payment for goods sold to credit customers
How can the ratio be = Encourage credit customers to pay quickly
improved?

» Offercash discounts
= Charge interest forlate payments

= Reduce the amount owed by customers
» Enforce acredit limit

» Require a cash deposit

= Abusiness will aim to receive pavment from customers as auickly as possible
= Abusiness might offer credit to customers:

= Togetahead of the competitors
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Trade Payables Turnover

Whatis the trade payables turnover?

What is the formula?

Trade payables
Credit purchases

X 365

How should the value
be written?

Write as the number of days (¥ days)

How should the value
be rounded?

Round up to the next whole day

What does the value
mean?

Thevalue represents the average number of days it takes a business to fully
pay for goods purchased from credit suppliers

How canthe ratio be
increased?

= Take advantage of any interest-free periods

® Thishelps the business keep their cash for as long as possible in case
of emergencies

How canthe ratio be
decreased?

= [Payfor goods using cash when possible

= Payinvoices quicker

= There are benehts to paying for goods using credit:
s The business can keep its cash for as long as possible in case of emergencies
= The business canwait until it receives payment from customers before paying its suppliers
« Thereisno optimal value for the trade payables turnover
= Thewvalue should not be too high otherwise the business might be charged interest or late fees

= Thevalue should not be too low otherwise the business will have a low working capital

Single Entry and Incomplete Records:

The following formulae might be used to find missing figures:

Capital = Assets - Liabilities
Opening Capital = Opening Assets - Opening Liabilities

Closing Capital = Closing Assets - Closing Liabilities

Alternative Formula For Closing Capital:

-> Opening Capital + Net Profit + New Capital Introduced -Drawings =CL Capital
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Calculation of Sales: $

Received From Customer(Trade Rec) XXX
Add: Return Inwards XXX
Bad Debt XXX
Discount Allowed XXX
Closing Trade Receivable XXX
Less: Opening Trade Receivable ( xxx)
Credit Sale XXX
Add: Cash Sale XXX
Sales not banked (drawing/expense) XXX
Total Sale XXX
Calculation Purchases: $
Paid to Supplier(Trade Pay) XXX
Add: Return Outwards XXX
Discount Received XXX
Closing Trade Payable XXX
Less: Opening Trade Payable ( xxx)
Credit Purchases XXX
Add: Cash Purchases XXX
Total Purchases XXX

Note: Profit/Loss on disposal = Sold value - Net book value

Depreciation = Opening NBV + New Pur - Disposal (NBV) -CL NBV

Expense/Income --> Closing | Opening
Owing (+) Prepaid (+)
Prepaid (+) Owing (-)

Note For Balance Sheet!!!
Balance Sheet contains all closing assets & liabilities, except
Capital. To find opening capital, we use opening asset & op liability.
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Books of Prime Entry:

What are books of prime entry?
= Books of prime entry are used to record the details of a transaction
= Olderterminology forthese booksincludes
= Subsidiary books
= Books of original entry
= Daybooks
= [nformationis taken from the business documents and entered into the books of prime entry
= The details are then transferred from the books of prime entry to the ledger accounts
= The sevenbooks of prime entry are:
= Salesjournal
= Purchasesjournal
= Salesreturns journal
= Purchasesreturnsjournal
= Cashbook
= Pettycashbook

= Generaljournal
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What are the advantages of using books of prime entry?
= Books of prime entry are another stage which can be used to check for errors

= Theycanhelpinthe preparation of control accounts to check the accuracy of the ledger
accounts

= Eachbook of prime entry collects the same type of transaction
= The books allow managers to see the totals for different types of transactions easily
= Therefore, there are fewer entries in some of the ledger accounts

» Biggerbusinesses may have multiple book-keepers

= Different book-keepers can be responsible for different books of prime entry without any risk of
work being duplicated or missed

Sales Journal

What is the sales journal?
= The sales journalis arecord of all credit sales
= Cashsales are notrecorded in the sales journal
= They are recorded directly into the cash book
= [tcontains:
= The dates of sales
= The names of the credit customers
= The amounts for each of the sales
= The amounts should be after trade discounts have been applied to the list prices
= The book-keeperuses the sales invoices to enter the informationinto the sales journal
= The totals are transferred to the ledger accounts at regular intervals
= Creditthe sales account with the total
= Callthis entry “Sales journal”

s Debittheindividual trade receivables accounts
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Sales Returns Journal

What is the sales returns journal?

The sales returns journal is a record of all the returns from credit customers

It contains:

The dates of the returns
The names of the credit customers

The amounts for each of the returns

The book-keeperuses the credit notes that were issued to enter the informationinto the sales returns

journal

The totals are transferred to the ledger accounts at regularintervals

Debit the sales returns account with the total
= Callthis entry “Sales returns journal”

Credit the individual trade receivables accounts

Purchases Journal

What is the purchases journal?

= The purchases journalis arecord of all credit purchases

= Cashpurchases are not recorded in the purchases journal
= They arerecorded directly into the cash book

= Purchases of non-current assets are not recorded in the purchases journal

= Theyarerecordeddirectlyinto the cash bbook
It contains:

= The dates of the purchases
» The names of the credit suppliers
= The amounts foreach of the purchases
The book-keeperuses the purchases invoices to enter the informationinto the purchases journal
The totals are transferred to the ledger accounts at regular intervals
» Debit the purchases account with the total
= Callthis entry “Purchases journal”

= Credittheindividual trade payables accounts

EXAMINERTIP O

If a purchases journalis used, only one entry is made to the purchases account at the end of a given
period rather than separate entries for each individual purchase.

If a question does not mention a purchases journal, enter the individual transactions into the
purchases account and label them with the names of the trade payables.
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The Cash & Petty Cash Books
What are the cash book and the petty cash book?

» The cashbook and petty cash book are books of prime entry

= Theyrecordalltransactions whichinvolve the exchange of cash
= Pettycashisused forsmall valued transactions

= Thebook-keeper gets the information from:

= Receipts

Cheques & cheque counterfoils

Paying-in slips

Bank statements

Petty cash vouchers
= Thecashbook and petty cash book are also part of the double entry system

» Thisis different to the other books of prime entry

The General Journal

What is the general journal?

= The generaljournalis also referred to as, simply, “the journal”

= Thejournalis usedtorecord all transactions that do not go into the other books of prime entry, such
as:

= Openingbalances when a business is first created
= |ntroducing capital

= Taking drawings

= Purchasing anon-current asset

= Sellinganon-current asset

= Correcting errors

36 of 43



How do | make a journal entry for a transaction?

STEP1
Enter the date

STEP 2
Enter the name of the account(s) that need to be debited in the details column

= |tis conventional to enterthe debit accounts before the credit accounts

STEP 3
Enter the corresponding values in the debit column

STEP 4
Enter the name of the account(s) that need to be credited in the details column

= |tis conventional to leave anindent for the credit entries

STEP 5
Enter the corresponding values in the credit column

= Make sure the total debit amount is equal to the total credit amount

STEP 6
Write a narrative for the journal entry

» Thisis a brief explanation of the transaction

= Thisis especially useful for non-reqular transactions and for correction of errors

Read the question carefully to see whether a narrative is required. If in doubt, you should include a
narrative.
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Business Documents:

Purpose of Business Documents

What are business documents?
= Business documents are used to keep records of all transactions
» They are used as sources of information
» The amounts are then entered into the books of prime entry

= Theycanbeusedtocheck potential errors

What business documents do | need to know?
= |nvoices

= Debitnotes

= Credit notes

= Statements of account

= Cheques

= Cheque counterfoils

= Receipts

» Paying-inslips

= Bankstatements

Petty cash vouchers

Trade Discount

Whatis a trade discount?

= The discounted amountis the value thatis entered into the books of prime entry

Cash Discount

What is a cash discount?

Acash discountis offered to credit customers for early repayment of aninvoice
The supplier will state the deadline for payment in order to claim the cash discount
The amount before the cash discount is entered into the books of prime entry

When the customer pays early and claims the cash discount

= Atrade discountis a reductionin the selling price of goods or services
= Trade discount might be offered

= |fthe customerbuysinbulk

= |f the customeris a loyal and regular customer

= Trade discount is applied before a transaction takes place

= The value of the trade discount is not entered into the books of prime entry

= Trade discountis not part of the double entry system

= The amount of cash discount is recorded in the books of prime entry
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Business Documents for Credit Transactions

Invoices

Whatis aninvoice?

= Aninvoiceisused as arecord of a credit sale or credit purchase

The supplierissues aninvoice to the credit customer
» The customer might refer to this as a purchases invoice
= Thesupplier willkeep a copy

= Theymight refertoit as a salesinvoice

Anentryis made in the books of prime entry when aninvoice is issued orreceived for goods or
services

= The customerenters the value in the purchases journal

= Thesupplier enters the value in the sales journal

If the invoice is for a non-current asset then the book of original entry is the journal

What informationis contained in aninvoice?

The date of the transaction

= The details of the supplier
= Name and address
= The details of the customer
= Name and address
= The details of the goods or services
= The quantity
= Theprice of eachitem
= Trade discount
= Thisis deducted before the total amount is stated
= The total amount owed

= Terms for eligibility of cash discount
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Statements of Account

What is a statement of account?

A statement of accountis used to show all transactions between a credit customer and a supplier
within a given time frame

A statement of account is issued on a regular basis by the supplier
No entries are recorded in the books of prime entry when a statement of account isissued orreceived
= Thisis because nonew transactions have taken place

= The customer cancheck the balance onthe statement with the balancein their purchases ledger
account

There is usually a balance column which shows the balance after each transaction
The statement of account is written from the point of view of the supplier
Transactions which increase the customer’s balance will be labelled as a debit

Transactions which decrease the customer’s balance will be labelled as a credit

What information is contained in a statement of account?

The date that the statementisissued

The details of the supplier

MName and address

The details of the customer

Mame and address

The opening balance

The date and amount of any purchases by the customer

These will correspond to invoices that were issued

The date and amount of any returns by the customer

These will correspond to credit notes that were issued

Payments made by the customer

Cashdiscounts received by the customer

The closing balance

Business Documents for Cash Transactions

Receipts

Whatis areceipt?

= Areceiptisusedas arecord of a cash payment

= Asupplierissues areceiptto a customerwhen they pay for goods using physical cash

= Sometimes areceipt is issued when the customer pays using money in their bank account

= QOtherbusiness documents may also be used to record these transactions

40 of 43



Cheques & Cheque Counterfoils

Whatis acheque?
= Achequeisaform of payment
= |tiswritten by the customer and given to the supplier

= The supplier takes the cheques they receive to the bank and deposits them into the business bank
account

= Acheque willcontain:

= The details of the customer's bank account
= The name of the supplier

= The amount to be paid

» The date onwhichthe chequeiswritten

= The customer’s signature
= The supplierwilluse the cheque as the business document for payments

» When the customer pays by cheque

What is a cheque counterfoil?
= Cheques are attached to counterfoils in a chequebook

When a customer writes a cheque they also fillin some basic details on the counterfoil

= The name of the person whois being paid
» Theamount to be paid

= The date that the cheque is written

The customer tears off the cheque and hands it to a supplier as payment

The customer keeps the cheque counterfoil

» Thisisused as arecord of the payment

Petty Cash Vouchers

Whatis a petty cash voucher?
= A petty cash voucheris a document used when paying for small valued purchases using petty cash
= Thisis usually done when a cheque would not be appropriate due to the low value

= The customer pays the supplier using money from the petty cash till and records the detailsona
voucher

= Theinformation from the vouchers is then transferred to the petty cash book
Paying-In Slips
Whatis a paying-inslip?
= A paying-inslip is adocument used when depositing cash and/or cheques intc a bank account
» The paying-in slip is kept by the business as arecord of the deposit
= |tcontains:
s Thetotalamount from cash
= Thetotalamount from cheques
= The total amount being deposited

= Thedate
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Bank statements

Whatis a bank statement?

A bank statement is issued regularly by a bank

It details all the bank transactions within a given period

It shows money that goes in and out of the business’ bank account

It shows the opening and closing balances for that period

A bank statement is used as a business document to identify and reconcile:

Payments by credit transfer
Payments by telephone transfer
Payments by direct debit
Payments by standing order

Bank charges and interest

What is adirect debit?

= Adirectdebitisusedby abusiness to make recurring bank transfer payments to a person or another
business

= Thedirectdebitissetup by the person or business receiving the payments

= The business that makes the payment needs to agree to the terms

= The payments canchange

= Thedates of the payments

= Theamounts of the payments

What is a standing order?

= Astanding orderis used by a business to make recurring bank transfer payments to a person or
another business

= The standing orderis setup by the business making the payments

= The payments are fixed

s The dates are determined in advance

= |tcould be the same day each month
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A Summary of Business Documents for Transactions

Transaction

Business document
for the customer

Business document
for the supplier

The customer buys goods on credit from the
supplier

Purchasesinvoice

Salesinvoice

The customer returns goods to the supplier

Credit note received

Credit note issued

The customer pays a supplierusing cash Receipt Receipt
The customer pays a supplier using petty cash Petty cashvoucher Receipt
The customer pays a supplier using a cheque Cheque counterfoil Cheque

The customer pays the supplier by credit transfer,
telephone transfer, direct debit or standing order

Bank statement

Bank statement

The supplier deposits the cash and cheques into
their bank

Mone

Paying-in slip
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