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e Course code: BED 211
¢ Course title: Financial Accounting for Business Educators I

e Course credit load: 2

Series 1: Manufacturing and Business Accounts
Series outline
e Part 1: Fundamentals of Manufacturing Accounts
o Nature and purpose of manufacturing accounts
o Key elements: direct materials, direct labour, factory overheads
o Distinction between manufacturing and trading accounts
¢ Part 2: Preparation of Manufacturing Accounts
o Step-by-step preparation from given data
o Treatment of work-in-progress and finished goods
o Presentation formats and adjustments
e Part 3: Business Accounts and Applications
o Integration of manufacturing accounts into business accounts
o Linkage with trading, profit and loss accounts
o Practicalapplications in business entities
o Part4: Analytical Tools in Business Accounts
o. Use of control accounts for accuracy
o Application of double entry system in manufacturing contexts

o. Interpretation of results for decision-making

Introduction

In every business that produces goods, it is essential to know not only how much has been spent
on production but also how those costs are organised and reported. Manufacturing accounts
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provide a structured way of presenting this information, showing the relationship between raw
materials, labour, and overheads, and how they contribute to the final product. For business
educators, understanding manufacturing accounts is crucial because they form the foundation for
preparing accurate financial statements and guiding learners in practical accounting applications.

The aim of this Series is to equip you with the knowledge and skills required to prepare and analyse
manufacturing accounts, and to connect them meaningfully to wider business accounts for
effective financial reporting.

We shall commence this Series by examining the fundamentals of manufacturing accounts,
including their nature, purpose, and key elements. Next, we will move on to the preparation of
manufacturing accounts, where you will learn step-by-step procedures and.adjustments.
Following that, we will explore business accounts and applications, focusing on how
manufacturing accounts integrate with trading and profit and loss accounts. Finally,;we will
conclude with analytical tools in business accounts, where you will apply control accounts and
double entry systems to interpret results for decision-making.

Series Learning Outcomes
Upon completing this Series, you should be able to:
e SLO 1.1 define the nature and purpose of manufacturing accounts,

e SLO 1.2 explain the key elements of manufacturing accounts including direct materials,
direct labour, and factory overheads,

o SLO 1.3 demonstrate how to prepare manufacturing accounts from given data,

e SLO 1.4 apply adjustments for work-in-progress and finished goods in manufacturing
accounts,

e SLO 1.5 analyse the integration of manufacturing accounts with trading and profit and loss
accounts, and

o SLO 1.6 evaluate the use of control accounts and double entry systems in interpreting
business accounts.

1.1 Fundamentals Of Manufacturing Accounts
1.1.1 Nature and purpose of manufacturing accounts

A manufacturing account is a financial statement prepared by businesses engaged in production.
It shows the cost of converting raw materials into finished goods, including direct and indirect
costs. The purpose of this account is to determine the total cost of production and to provide a
basis for calculating gross profit when linked to trading accounts.
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Manufacturing accounts are vital because they help managers evaluate efficiency, control costs,

and make informed decisions. For example, if the cost of production rises unexpectedly, managers

can investigate whether it is due to increased material prices or inefficiencies in labour.

Fillin the blank: The main purpose of a manufacturing account is to show the total

production.
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Open Educational Resource (OER)
Diagram showing the flow from raw materials to finished goods. Figure 1.1: Flow of production
costs in a manufacturing account

1.1.2 Key elements of manufacturing accounts

The key elements of a manufacturingaccount are direct materials, direct labour, and factory

overheads.

¢ Direct materials are raw inputs that can be physically traced to the finished product, such

as wood in furniture production.

o | Direct labour refers to wages paid to workers who are directly involved in converting
materials.into finished goods.

o Factory overheads are indirect costs incurred in production, such as electricity,
depreciation of machinery, and factory rent.

These elements are combined to calculate the prime cost, which is the total of direct materials and

direct labour, before adding overheads to arrive at the total production cost.

Fillin the blank: The combination of direct materials and direct labour is known as

cost.
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COMPARISON OF MANUFACTURING COSTS:
—— DIRECT MATERIALS, DIRECT LABOUR, AND FACTORY OVERHEADS —

COST ELEMENT DEFINITION CHARACTERISTICS EXAMPLES

- : Steel used in car manufacturing
Materials that become an integral . : > :
DIRECT sariol o finthed et nd o Traceable, Variable | Wood used in furniture making

MATERIALS : . Major Cost Component | Fabric used in clothing production
L enisity aced O Plastic used in toy manufacturing

Assembly line workers
Traceable, Variable Machine operators QIEH

Touch Labor Carpenters =2
Welders

The cost of labor that can be
DIRECT specifically identified and traced
LABOUR to a particular product or job.

Indirect Materials (e.g., glue, oil)

All manufacturing costs incurred Indirect Labour (e.g., supervisor

3 : Indirect, salaries, maintenance) ~
PRI i, oy | Vgt | o "
OVERHEADS - y Diverse Costs Factory Utilities (electricity, water)

traced to specific units. Denieclnonor Masniesy

Factory Insurance

Open Educational Resource (OER) on Cost Accounting

Comparison of direct and indirect costs in manufacturing. Table 1.1: Examples of direct and
indirect costs in manufacturing accounts

1.1.3 Distinction between manufacturing and trading accounts

A trading account records the buying and selling of goods, showing gross profit or loss. In contrast,
a manufacturing account calculates the cost of producing goods before they are transferred to
the trading account.

The distinction is important because manufacturing businesses need to know not only the profit
from sales but also the efficiency of production. For example, a trading account may show a profit,
but if production costsare too high, the business may not be sustainable.

Fillin the blank: A trading accountrecords the buying and selling of goods, while a manufacturing
account records the of goods.
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COMPARISON MANUFACTURING ACCOUNT VS. TRADING ACCOUNT

._ﬁ MANUFACTURING ACCOUNT & TRADING ACCOUNT
¢ PURPOSE: To determine the Cost of Goods » PURPOSE: To determine the Gross Profit or
Manufactured (COGM) during a period. Gross Loss from buying and selling activities.
» FOCUS: Focuses on the production process, « FOCUS: Focuses on the trading of goods and
including raw materials, direct labor, and factory merchandise.
overheads. « DEBIT ENTRIES: Opening Stock of Finished
« DEBIT ENTRIES: Opening Stock of Raw Materials, Goods, Purchases of Finished Goods (Trading),
Purchases of Raw Materials, Carriage Inwards Carriage Inwards (on FG).
(on RM), Direct Wages, Direct Expenses, Factory | o CREDIT ENTRIES: Sales of Finished Goods,
Overheads (Rent, Power, Depreciation). Closing Stock of Finished Goods.
. ggﬁ%gg:g‘s‘?s' SelcakSttap, LIBing S e o o BALA'NCE: Transfers the ‘Gross Profit’ or ‘Gross
o BALANCE: Transfers the ‘Cost of Goods tessiotie Rplite oSy Account.'
Manufactured’ to the Trading Account. * APPLICABILITY: Used by both trading and
|+ APPLICABILITY: Used by manufacturing entities. |  Manufacturing entities (after the Mfg A/c).

J

Open Educational Resource (OER) - Source: Cost Accounting Principles '
_

Box 1.1: Key distinction between manufacturing and trading accounts Summary of differences in
purpose, content, and outcome.

Pilot questions 1.1
1. Which statement best describes the purpose of a manufacturing account?
2. What are the three key elements of a manufacturing account?
3. Whatis the prime costmade up of?
4. How does a trading account differ from a manufacturing account?

5. Why isitimportant for managers to analyse manufacturing accounts?

1.2 Preparation Of Manufacturing Accounts
1.2.1 Step-by-step preparation from given data

Preparing a manufacturing account involves arranging production costs systematically to show
the total cost of goods manufactured. The process begins with opening inventories of raw
materials, adding purchases, and deducting closing inventories to arrive at materials consumed.
Next, direct labour costs are added, followed by factory overheads, to calculate the total
production cost.

This structured approach ensures accuracy and transparency in reporting. For example, if a
business starts with raw materials worth £5,000, purchases £10,000 during the year, and ends with
£3,000 in stock, the materials consumed will be £12,000.
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Fillin the blank: Materials consumed are calculated as opening stock plus purchases minus
stock.

STEPS IN PREPARING A MANUFACTURING ACCOUNT
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¥ ¥ 3
£ 7. ADD DIRECT 7% 8. ADD PRODUCTION
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L 1 J

4
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n
@g*( 10. ADD OPENING WORK-IN-PROGRESS (WIP) ]

v
‘@ 11. SUBTRACT CLOSING WORK-IN-PROGRESS (WIP) ]

v

ﬁ 12. END: COST OF GOODS MANUFACTURED (COGM) H Sinypiaail ]

l )

Open Educational Resource (OER) - Cost Accounting Principles /

Flowchart showing the sequence of preparing a manufacturing account. Figure 1.2: Steps in
preparing a manufacturing account

1.2.2 Treatment of work-in-progress and finished goods

Work-in-progress (WIP) refers to partially completed goods that are not yet ready for sale. In
manufacturing accounts, WIP is adjusted by adding opening WIP and deducting closing WIP to
reflect the actual cost of production during the period.

Finished goods are completed products ready for transfer to the trading account. The cost of
finished goods is derived after adjusting WIP and represents the value of goods available for sale.

These adjustments are important because they ensure that only the costs relevant to the current
period are included. Without them, the account may overstate or understate production costs.

Fillin the blank: Work=in-progress is adjusted by adding opening WIP and deducting WIP.
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WORK IN PROGRESS (WIP) AND FINISHED GOODS

ADJUSTMENTS IN MANUFACTURING ACCOUNTS
ADJUSTMENT ITEM ACCOUNT AFFECTED | CALCULATION / TREATMENT IMPACT ON COST
Opening Work in Manufacturing Account Add to current period’s | Increases Cost of Goods
eh Progress (WIP) (Debit Side) manufacturing costs. Manufactured (COGM)
Closing Work in Manufacturing Account Deduct from current Decreases Cost of Goods
e Progress (WIP) (Credit Side) period’s manufacturing costs.| Manufactured (COGM)
Opening Finished Trading Account Add to Cost of Goods Increases Cost of Goods
Goods (Debit Side) Manufactured Sold (COGS)
Closing Finished Trading Account Deduct from Cost of Decreases Cost of Goods
Goods (Credit Side) Goods Manufactured Sold (COGS)

Open Educational Resource (OER) - Cost Accounting Principles

Illustration of WIP and finished goods adjustments. Table 71.2: Treatment of work-in-progress and
finished goods in manufacturing accounts

1.2.3 Presentation formats and adjustments

Manufacturing accounts can be presented in different formats, but the most common is a
structured statement showing materials consumed; prime cost, factory overheads, and total
production cost. Adjustments such as depreciation, indirect expenses, and abnormal losses are
included to ensure accuracy.

For instance, if machinery depreciation is £2,000, it must be added under factory overheads.
Similarly, abnormal losses like damaged goods are deducted to avoid overstating production
costs.

Fillin the blank: Depreciation of machinery is treated as part of overheads.
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SUMMARY OF COMMON ADJUSTMENTS IN MANUFACTURING ACCOUNTS

~, DEPRECIATION OF FACTORY ASSETS
E » Calculation and allocation of depreciation on factory buildings, machinery, and equipment.
===« Treatment: Debited to the Manufacturing Account as a factory overhead cost.

5 ACCRUED OR PREPAID FACTORY EXPENSES
28/=| + Adjustment for expenses related to the factory that are incurred but not yet paid (accrued) or paid
= in advance (prepaid) at the end of the period.
« Treatment: Accrued expenses are added to the relivant expense category in the Manufacturing
Account; Prepaid expenses are deducted.

v"} INDIRECT FACTORY EXPENSES
/\ * Expenses related to production but not directly traceable to a specific product, such as factory
rent, power, and supervision.
« Treatment: Aggregated and debited to the Manufacturing Account under "Factory Overheads".

VALUATION OF WORK-IN-PROGRESS (WIP)
(%] + Adjustment for the cost of partially completed goods at the start (Opening WIP) and end (Closing
WIP) of the period.
« Treatment: Opening WIP is added to the cost of raw materials consumed; Closing WIP is deducted.

\
Source: Adapted from Open Educational Resources (OER) Accounting Principles

Box 1.2: Common adjustments in manufacturing accounts Summary of typical adjustments such
as depreciation, indirect expenses, and abnormal losses.

Pilot questions 1.2
1. Whatis the first step in preparing a manufacturing account?
2. How are materials consumed calculated?
3. Whatis the role of work=in-progress in manufacturing accounts?
4. How are finished goods treated in manufacturing accounts?

5. Which adjustments are commonly included in manufacturing accounts?

1.3 Business Accounts And Applications
1.3.1 Integration of manufacturing accounts into business accounts

A business account is a financial record that summarises the operations of a business entity. In
manufacturing organisations, the manufacturing account is integrated into the trading account to
show the cost of goods produced and transferred for sale. This integration ensures that the trading
account reflects not only purchases but also the actual cost of production.

For example, if the manufacturing account shows a total production cost of £50,000, this figure is
transferred to the trading account as the cost of goods available for sale. This linkage allows the
business to calculate gross profit accurately.

Fillin the blank: The total production cost from the manufacturing account is transferred to the
account.
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MANUFACTURING ACCOUNT INTEGRATION: FLOW OF COSTS

Opening Raw Materials Mfg Opening Finished Goods
+ Purchases of Raw Materials h + COGM (from Mfg A/c)
— Closing Raw Materials : TRANSFER OF = GOODS AVAILABLE FOR SALE
= Raw Materials Consumed M ANS?/?(II)TSURER — Closing Finished Goods
+ Direct Labor 3 = COST OF GOODS SOLD (COGS)
: 1 Sales
+ Direct Expenses - COGS
+ Factory Overheads (Rent, Power, Depreciation) => GROSS PROFIT
= PRIME COST S <
+ Opening Work-in-Progress (WIP) 3. PROFIT & LOSS ACCOUNT (NET INCOME)
— Closing Work-in-Progress (WIP) =L Gross Profit (from Trading A/c)
= TOTAL MANUFACTURING COST + Other Income (e.g., Rent Received, Profit on Sale)
N _ . : ! 5
=> COST OF GOODS MANUFACTURED (COGM) S aperatmg E}(penses (Salaries, Marketing, Admin)
L ] TRANSFER OF : - Non-Operating Expenses (Interest, Loss on Sale)
GROSS PROFIT
=> NET PROFIT
.

Open Educational Resource (OER) - Principles of Accounting

Diagram showing the integration of manufacturing accounts into trading accounts. Figure 1.3:
Linkage between manufacturing and trading accounts

1.3.2 Linkage with trading, profit and loss accounts

The trading account records sales revenue and the cost of goods sold, while the profit and loss
account shows operating expenses and net profit. The manufacturing account provides the cost of
goods manufactured, which is transferred to the trading account. From there, gross profitis
calculated, and the profit and loss account completes the picture by deducting expenses to arrive
at net profit.

This sequential linkage ensures that all aspects of production and sales are captured. Without the
manufacturing account; the trading-account would not reflect the true cost of goods produced,
leading to inaccurate profit figures.

Fillin the blank: Gross profit is calculated in the trading account as sales minus

-
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FLOW OF FIGURES: MANUFACTURING TO TRADING TO PROFIT & LOSS ACCOUNTS

1. MANUFACTURING  “ | 2. TRADING i 3. PROFIT & LOSS %
ACCOUNT = ACCOUNT (& ACCOUNT =N |

Opening Raw Materials + Purchases Opening Finished Goods Gross Profit (from Trading A/c) \
+ +
| Closing Raw Materials *COST OF ﬁggn%mwgmcw“n* Other Income
RAW MATERIALS CONSUMED GOODS AVAILABLE FOR SALE TOTAL INCOME
Raw Materials Consumed + Goods Available for Sale Total Income - Operating Expenses
Direct Labor + Closing Finished Goods Grost Income
Factory Overheads = (Admin, Selling, Financial)
PRIME COST Gl ofc%%%[))s SO OPERATING PROFIT
Prime Cost + Opening WIP Sales Operating Profit - S
- CIosng WIP COST OF GOODS SOLD NO"'OPEFEﬁHQ ltems| TO BALANCE

: 5 - SHEET
COST OF GOODS TRANSFER TRANSFER ), (RETAINED
MANOPACTURS (Cocy) ISP GROSS PROFIT NET PROFITEEED RETINED

Open Educational Resource (OER) - Cost Accounting Principles

Illustration of the flow from manufacturing account to trading account to profit and loss account.
Table 1.3: Flow of accounts in a manufacturing business

1.3.3 Practical applications in business entities

Manufacturing accounts are not just theoretical exercises, they have practical applications in real
business settings. They help managers evaluate production efficiency, identify cost drivers, and
make decisions about pricing and resource allocation. For instance, if overhead costs are rising,
managers may decide to invest.in. more efficient machinery or renegotiate supplier contracts.

In addition, manufacturing accounts provide valuable information for external stakeholders such
as investors and creditors, who rely on accurate cost data to assess the financial health of the
business.

Fillin the blank: Manufacturing. accounts help managers identify drivers in production.
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PRACTICAL APPLICATIONS OF MANUFACTURING
ACCOUNTS IN BUSINESS ENTITIES

1. DETERMINING COST OF GOODS MANUFACTURED (COGM)
« Calculating the total production cost (materials, labor, overheads) of goods completed during
: a period. This figure is essential for valuing finished goods inventory and preparing the
Trading Account.
2. COST CONTROL AND REDUCTION
« Disaggregating costs into specific components (e.g., raw materials, direct labor, factory
overheads). Management can analyze these costs against budgets to identify inefficiencies
and implement cost-saving measures.

3. SETTING SELLING PRICES
« Providing accurate data on the cost per unit of production. This cost information is a
foundational element for establising competitive yet profitable selling prices, especially in a
job-order or process costing environment.

4. VALUATION OF INVENTORY
« Manufacturing accounts facilitate the valuation of raw materials, work-in-progress (WIP),
and finished goods at the end of an accounting period. This valuation is critical for
the accurate presentation of the Balance Sheet.
\ J

ey

Source: Adapted from Open Educational Resources (OER) - Cost Accounting Principles

Box 1.3: Practical uses of manufacturing accounts in business Summary of applications such as
cost control, pricing, and stakeholder reporting

Pilot questions 1.3
1. How is the manufacturing account integrated into the trading account?
2. Whatrole does the trading account play in calculating gross profit?
3. How does the profit and loss account differ from the trading account?
4. Why is the sequentiallinkage of accounts important in manufacturing businesses?

5. Give one practical application of manufacturing accounts in decision-making.

1.4 Analytical Tools In Business Accounts
1.4.1 Use of control accounts for accuracy

A control account is a summary account in the general ledger that consolidates detailed
transactions from subsidiary ledgers. In manufacturing contexts, control accounts are used to
monitor trade receivables and trade payables, ensuring accuracy and preventing errors. They act
as a check against the balances in subsidiary ledgers, making it easier to detect discrepancies.

Forinstance, if the total of individual debtor accounts does not match the balance in the
receivables control account, it signals an error that must be investigated.

Fillin the blank: A control account consolidates detailed transactions from ledgers.
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INTEGRATION OF SUBSIDIARY LEDGERS AND CONTROL ACCOUNTS FOR ACCURACY

@ sUBSIDIARY LEDGERS (DETAIL)

A. ACCOUNTS RECEIVABLE LEDGER ~ A. ACCOUNTS RECEIVABLE LEDGER B. ACCOUNTS PAYABLE LEDGER
Customer A Customer B Customer C  Customer A Customer B Customer Supplier X SupplierY Supplier Z  Supplier Z Supplier Z
Customer B $50,000 $10,000 $15000  $25,000 $7,000 $30,000 $20,000 $30,000  $30,000 $30,000
Cusm‘mer c l l l l SOiOD l l l l
$50,000 $30,000 $30,000
GENERAL LEDGER
MONJ(;isL;I:gS&TING (CONTROL ACCOUNTS) ‘
AGGREGATION ACCOUNTS RECEIVABLE ACCOUNTS PAYABLE PERIODIC
CONTROL ACCOUNT CONTROL ACCOUNT TOTAL
Opening Balance Cash Received Cash Paid Opening Balance (MONTHLY)
SALES JOURNAL Sgﬁ%nﬁ_? Credit Sales Sales Returns Purchase Returns | Credit Purchases
& CASH RECEIPTS CASH PAYMENTS Interest Charged Bad Debts Discounts Received| Interest Charged

JOURNAL JOURNAL

$50,000 $50,000 $30,000

o RECONCILIATION & ACCURACY VERIFICATION

Total of Subsidiary Ledger Balances ($50,000 / $30,000) ACCURATE [|=—
Control Account Balance ($50,000 / $30,000) q FINANCIAL u
Reconciliation: Balances MUST AGREE STATEMENTS all

Open Educational Resource (OER) - Accounting Principles

Diagram showing the relationship between subsidiary ledgers and control accounts. Figure 1.4:
Control accounts as accuracy tools in business accounts

1.4.2 Application of double entry system in manufacturing contexts

The double entry system is a method of recording transactions where every debit has a
corresponding credit. In manufacturing accounts, this system ensures that all costs are properly
recorded and balanced. For example, when raw. materials are issued to production, the materials
account is credited, and the work-in-progress account is debited.

This application provides transparency and prevents omissions, as every transaction must be
recorded in two places: It also facilitates the preparation of trial balances and financial
statements.

Fillin the blank: Inthe double entry system, every debit has a corresponding
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DOUBLE ENTRY SYSTEM: MANUFACTURING ACCOUNTS ENTRIES ~ ~

ACCOUNT TO DEBIT ACCOUNT TO CREDIT TRANSACTION TYPE AMOUNT (ILLUSTRATIVE)

Raw Material Inventory Accounts Payable / Cash NS ;
(Control) Account Account Purchase of Raw Materials h $20,000 (Cr)

Raw Material Inventory Issue of Raw Materials to é $15,000 (Dr)

0,000 (Dr

Work in Progress (WI) Account (Control) Account Production $15,000 (Cr)

Work in Progress (WIP) Account | Wages Payable / Cash Account R $10,000 (Dr)
(Direct Labour) Account Recording Direct Labour Cost $10,000 (Cr)
Manufacturing Overhead Control | Wages Payable / Cash Account ‘ ; $4,000 (Dr)
Account (Indirect Labour) Account Recording Indirect Labour Cost $4,000 (Cr)

Manufacturing Overhead Accounts Payable / Cash Incurrence of Factory Overheads | $6,000 (Dr)

Control Account Account (e.g., Rent, Utilities) $6,000 (Cr)
Manufacturing Overhead Accumulated Depreciation o $3,000 (Dr)
Control Account Account Factory Depreciation @ $3,000 (Cr)
Work in Progress (WIP) Manufacturing Overhead Application of Overheads to $13,000 (Dr)
Account Control Account Production (Overhead Absorption) $13,000 (Cr)

® Open Educational Resource (OER) - Cost Accounting Principles ®|

Illustration of double entry transactions in manufacturing accounts. Table 1.4: Examples of double
entry postings in manufacturing accounts

1.4.3 Interpretation of results for decision-making

Interpreting manufacturing accounts involves analysing cost structures to support managerial
decisions. Managers may evaluate whether production costs are rising due to inefficiencies or
external factors. They can also use the accounts to determine pricing strategies, assess
profitability, and plan for future production.

For example, if overhead costs are disproportionately high compared to direct costs, managers
may decide to streamline processes or invest in automation.

Fillin the blank: High overhead costs compared to direct costs may indicate in production.
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MANAGERIAL DECISIONS BASED ON MANUFACTURING ACCOUNT ANALYSIS

MAKE OR BUY DECISIONS
» Analyze the Cost of Goods Manufactured (COGM) vs. supplier quotes.

« Decision: Determine if it's cheaper to produce a component internally or outsource its production.

I {} COST CONTROL & REDUCTION
@ » Monitor individual cost components (Raw Materials Consumed, Direct Labor, Factory Overheads).

« Decision: Identify areas of excessive cost and implement measures for efficiency and waste
reduction.

N PRICING STRATEGIES
4 « Description: Use accurate unit production costs derived from the manufacturing account.

« Decision: Set competitive yet profitable selling prices that cover all production costs and desired
margins.

I PERFORMANCE EVALUATION
DDFQ « Description Compare actual manufacturing costs against standard costs or budgets.

» Decision: Assess the efficiency of the production department and individual managers, identifying
variances for corrective action.

Source: Adapted from Open Educational Resources (OER) Accounting Principles

Box 1.4: Decision-making insights from manufacturing accounts Summary of how managers use
manufacturing accounts for pricing, cost control, and efficiency analysis.

Pilot questions 1.4
1. Whatis the purpose of control accounts in business accounts?
2. How does the double entrysystem ensure accuracy in manufacturing accounts?
3. Give an example of a double entry transaction involving raw materials.
4. Why is interpretation of manufacturing accounts important for managers?

5. What might high overhead costs indicate about production efficiency?

Series Summary

This Series has guided you through the preparation and application of manufacturing accounts,
showing theirimportance in determining production costs and linking them to wider business
accounts. We began by exploring the fundamentals of manufacturing accounts, then moved on to
the step-by-step preparation process, including adjustments for work-in-progress and finished
goods. Following that, we examined how manufacturing accounts integrate with trading and profit
and loss accounts, and finally we considered analytical tools such as control accounts and the
double entry system to support decision-making.

By completing this Series, you should now be able to define the nature and purpose of
manufacturing accounts, explain their key elements, demonstrate preparation techniques, apply
adjustments, analyse their integration with other business accounts, and evaluate their use in
managerial decision-making. These abilities directly align with the Series Learning Outcomes
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(SLOs), ensuring you are equipped with practical and analytical skills for financial accounting in
business education.

Glossary of Terms

e Control account: Asummary accountin the general ledger that consolidates detailed
transactions from subsidiary ledgers to ensure accuracy.

o Direct labour: Wages paid to workers directly involved in converting raw materials into
finished goods.

o Direct materials: Raw inputs that can be physically traced to the finished product.

o Double entry system: A method of recording transactions where every debithasa
corresponding credit.

o Factory overheads: Indirect costs incurred in production, such as electricity, depreciation,
and rent.

¢ Finished goods: Completed products ready for transfer to the trading account for sale.

¢ Manufacturing account: A financial'statement showing the cost of converting raw
materials into finished goods.

o Prime cost: The total of direct materials and direct labour before adding overheads.
o Profit and loss account: A financial statement showing operating expenses and net profit.
o Trading account: A financial statement recording sales revenue and the cost of goods sold.
o Work-in-progress (WIP): Partially completed goods not yet ready for sale.

Concept Check Questions [Series 1]

Objective questions

1. Which of the following is included in prime cost? (Linked to SLO 1.2) a) Factory rent b)
Direct'labour c) Depreciation d) Indirect expenses

2./ Thedouble entry system requires that every debit has a corresponding . (Linked to
SLO 1.6)

3. Work-in-progress is adjusted in the manufacturing account by adding opening WIP and
deducting WIP. (Linked to SLO 1.4)

Short-answer questions
4. Define a manufacturing account and state its purpose. (Linked to SLO 1.1)

5. Explain how the manufacturing account integrates with the trading account. (Linked to SLO
1.5)

-
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Long-answer questions

6. Analyse the importance of control accounts in maintaining accuracy in business accounts.
(Linked to SLO 1.6)

o Basicresponse: Describe how control accounts summarise transactions and
detect errors.

o Value-added response: Discuss how control accounts support internal controls,
audit processes, and managerial decision-making.

7. Evaluate the role of manufacturing accounts in decision-making for managers. (Linked to
SLO 1.6)

o Basic response: Explain how managers use manufacturing accounts'to assess
costs and profitability.

o Value-added response: Provide examples of how cost analysis.influences pricing
strategies, resource allocation, and investment decisions.

Answers to Concept Check Questions [Series 1]
1. b) Direct labour
2. Credit
3. Closing

4. A manufacturing accountis afinancial statement that shows the cost of converting raw
materials into finished goods. Its purpose is to determine the total cost of production.

5. The manufacturing account provides the cost of goods manufactured, which is transferred
to the trading account as the cost of goods available for sale.

6. Basic response: Controlaccounts summarise transactions from subsidiary ledgers and
help detect errors. Value-added response: They also strengthen internal controls, support
audits, and provide managers with reliable data for decision-making.

7. Basic response: Manufacturing accounts help managers assess production costs and
profitability. Value-added response: They influence pricing strategies, resource allocation,
and.investment decisions by highlighting cost drivers and efficiency levels.

Answers to Pilot Questions [Series 1]

Part1
1. To show the total cost of production.
2. Direct materials, direct labour, and factory overheads.
3. Prime cost.

-
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4. Atrading account records buying and selling, while a manufacturing account records
production costs.

5. To evaluate efficiency and control costs.

Part 2
1. Calculating materials consumed.
2. Opening stock plus purchases minus closing stock.
3. By adding opening WIP and deducting closing WIP.
4. As goods available for sale in the trading account.

5. Depreciation, indirect expenses, and abnormal losses.

1. Bytransferring the total production cost to the trading account.
2. It calculates gross profit as sales minus cost of goods sold.

3. The profit and loss account deducts expenses to show net profit.
4. ltensures all aspects of production and sales are captured.

5. Cost control and pricing decisions.

1. Toconsolidate transactions and detect errors.
2. Byrecording every transaction as both a debit and a credit.
3. Raw materials issued: debit WIP, credit materials account.
4. To assess efficiency, profitability, and guide decisions.
5. Inefficiencies in production.
References and Attributions [Series 1]
o Suggested OER sources for diagrams and tables:
o “Manufacturing account cost flow diagram OER”
o “Directvsindirect costs manufacturing OER table”
o “Manufacturing vs trading account differences OER”
o “Manufacturing account preparation steps OER diagram”
o “Work in progress finished goods accounting OER table”
P
K-
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o “Manufacturing trading profit loss account flow OER table”
o “Control accounts subsidiary ledgers OER diagram”
o “Double entry system manufacturing accounts OER table”
o “Manufacturing accounts decision making OER”
e Al prompt suggestions used for illustrations:
o Flow diagrams of cost structures and account linkages.
o Tables comparing direct and indirect costs.
o Boxes summarising adjustments and applications.

e Attribution style: Institutional referencing, consistent with APA guidelines for educational
resources.

Series 2: Bills, Partnerships, and Records
Series outline
¢ Part 2.1: Bills of Exchange
o Meaning andfeatures of bills of exchange
o Recording and settlement of bills
o Practical applications in business transactions
e Part 2.2: Partnership Accounts
o Nature and formation of partnerships
o  Accounting for capital and current accounts
o Treatment of profit sharing and adjustments
e  Part2.3: Incomplete Records and Single Entry System
o Characteristics of incomplete records
o Conversion of single entry into double entry
o Preparation of final accounts from incomplete records

e Part 2.4: Double Entry System of Accounts

-
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o Principles of double entry
o Recording transactions accurately

o Importance of double entry in financial reporting

Introduction

Financial transactions in business often extend beyond simple cash dealings, requiring
instruments and systems that ensure accuracy and fairness. Bills of exchange, partnership
accounts, and record-keeping methods such as single entry and double entry systems are central
to this process. They provide structure for agreements between parties, clarity in profit sharing, and
reliability in financial reporting. For business educators, mastering these areas is essential
because they form the backbone of accounting practices in diverse business settings.

The aim of this Series is to introduce you to bills of exchange, partnership.accounts, and
record-keeping systems, and to equip you with the skills needed to prepare, interpret, and apply
these accounts in real business contexts.

We shall commence this Series by examining bills of exchange, focusing on their meaning,
features, and practical applications. Next, we will move on to partnership accounts, where you will
learn about formation, capital accounts, and profit sharing. Following that, we will explore
incomplete records and the single entry system, including how to convert them into double entry.
Finally, we will conclude with the double entry system of accounts, reinforcing its principles and
importance in financial reporting.

Series Learning Outcomes

Upon completing this Series, you should be able to:
e SLO 2.1 define the meaning and features of bills of exchange,
¢ SLO 2.2 demonstrate how to record and settle bills of exchange in business transactions,
e ~SLO 2.3 explainthe nature and formation of partnerships,

e SLO 2.4 prepare partnership accounts including capital, current, and profit sharing
adjustments,

e SLO 2.5 describe the characteristics of incomplete records and the single entry system,
e SLO 2.6 apply techniques to convert single entry records into double entry accounts,
e SLO 2.7 illustrate the principles of the double entry system, and

e SLO 2.8 evaluate the importance of double entry in ensuring accuracy and reliability in
financial reporting.
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2.1 Bills Of Exchange
2.1.1 Meaning and features of bills of exchange

A bill of exchange is a written, unconditional order by one party (the drawer) directing another
party (the drawee) to pay a specified sum of money to a third party (the payee) either on demand or
at a fixed future date. It is a negotiable instrument widely used in business transactions to facilitate
credit and payment arrangements.

The key features of a bill of exchange include being in writing, containing an unconditional order to
pay, specifying a definite amount, and being payable either on demand or atafixed date. It must
also be signed by the drawer. These features make bills of exchange reliable instrumentsfor
settling debts and obligations.

Fillin the blank: A bill of exchange must be in and signed by the drawer.

4 ™

PARTIES TO A BILL OF EXCHANGE TRANSACTION:
DRAWER, DRAWEE, AND PAYEE

DRAWER:
Issues the bill,
orders payment.

DRAWEE:
Person ordered to pa-
ay, accepts the bill.

PAYEE:
Party to whom
payment is made.

1. CREDIT PURCHASE e

%

BILL OF EXCHANGE
2.ISSUES/ | e some

DRAWS BILL | o o7
YO {ORAWEE NAME)
PAY TO: [PAYEE NAMET
(&

SIGNATURF: [DRAWER SIGNATLRE]

Por—
4. RECEIVES
PAYMENT

1. DRAWER
(CREDITOR)
_ PURNFICIARY) | A (AT MATURITY) |
5 PAYMENT OBLIGATION —

{§ Open Educational Resource (OER) - Accounting Principles - www.oer-accounting.org ¥

Diagram showing the parties involved in a bill of exchange (drawer, drawee, payee). Figure 2.1:
Parties to a bill of exchange

2.1.2 Recording and settlement of bills

Recording bills of exchange in accounts involves recognising them as either bills receivable or bills
payable. A bill receivable is an asset for the drawer, representing money to be received, while a
bill payable is a liability for the drawee, representing money owed.

Settlement of bills can occur in several ways: payment at maturity, discounting with a bank,
endorsement to another party, or dishonour if the drawee fails to pay. Each of these scenarios
requires specific accounting entries to reflect the financial position accurately.
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Fillin the blank: A bill receivable is recorded as an in the accounts of the drawer.

ACCOUNTING ENTRIES FOR BILLS OF EXCHANGE (B/R & B/P)

TRANSACTION | JOURNAL ENTRY - IN THE BOOKS OF DRAWER (B/R) | JOURNAL ENTRY - IN THE BOOKS OF DRAWEE (B/P)
INITIAL CREDIT TRANSACTION
,5,,‘\ Sale of Goods on Credit by Drawer / Dr. Accounts Receivable Dr. Purchases
Purchase of Goods on Credit by Drawee | Cr. Sales Cr. Accounts Payable
B/E ACCEPTANCE & DRAWING
@ Drawer draws a B/E Dr. Bills Receivable (B/R) Account Dr. Accounts Payable
Drawee accepts it Cr. Accounts Receivable Cr. Bills Payable (B/P) Account
SETTLEMENT SCENARIOS (AT MATURITY)
w | Scenario A: Honored at Maturity Dr. Cash / Bank Dr. Bills Payable (B/P) Account
€@ |Drawee pays the bill on due date. Cr. Bills Receivable (B/R) Account Cr. Cash / Bank
o Scenario B: Discounted with Bank Dr. Bank (Amount received) Dr. Bills Payable (B/P) Account (at maturity)
1111 | Drawer discounts the bill with the Dr. Discounting Charges (Expense) Cr. Cash / Bank
#== | bank before maturity. Cr. Bills Receivable (B/R) Account
& gf:;:?gfag’;gg’fﬁg gﬁﬂg :ﬁgﬁogwn Dr. C.reditor'slAccount Dr. Bills Payable (B/P) Account (at maturity)
=\ creditor. Cr. Bills Receivable (B/R) Account Cr. Cash / Bank
o Scenario D: Dishonored at Maturity Dr. Drawee's Account Dr. Bills Payable (B/P) Account
\\ Drawee fails to pay the bill on due date; | Cr. Bills Receivable (B/R) Account Dr. Noting Charges (Loss, if any)
“= | noting charges may apply. Cr. Cash / Bank (for noting charges, if any) | Cr. Drawer's Account

Open Educational Resource (OER) - Accounting Principles - www.oer-accounting.org

Examples of accounting entries for bills receivable and bills payable. Table 2.1: Recording and
settlement of bills of exchange

2.1.3 Practical applications in business transactions

Bills of exchange are widely used in‘business to provide credit facilities, reduce reliance on cash,
and ensure certainty of payment. They allow businesses to trade confidently, knowing that
obligations are legally enforceable. For instance, exporters often use bills of exchange to secure
payment from overseas buyers.

In addition, bills of exchange can be discounted with banks to provide immediate cash flow, or
endorsed to other parties to settle debts. These applications make them versatile tools in financial
management.

Fill in the blank: Exporters often use bills of exchange to secure from overseas buyers.

-
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PRACTICAL USES OF BILLS OF EXCHANGE IN BUSINESS TRANSACTIONS

% 1. FACILITATING CREDIT TRANSACTIONS:

I@\ Allows a buyer (drawee) to purchase goods or services on credit while providing the
2 seller (drawer) with a legally enforceable written promise of future payment.

o 2. SECURING FINANCING (DISCOUNTING):

The holder of a bill can obtain immediate cash by "discounting" it with a bank or
financial institution before the maturity date, improving business cash flow.

@ 3. SETTLING INTERNATIONAL TRADE DEBTS:

Commonly used as a payment instrument in foreign trade, providing a secure method
for importers and exporters to manage payment obligations across borders (e.g., via
documentary bills).

4.PROVIDING LEGAL EVIDENCE OF DEBT:
Q The bill of exchange serves as strong, prima facie evidence in a court of law,
l = simplifying the legal process for debt recovery in case of dishonor by the drawee.

Source: Adapted from Open Educational Resources (OER) - Accounting Principles - [URL]

Box 2.1: Practical uses of bills of exchange Summary of applications such as credit facilities, cash
flow management, and debt settlement.

Pilot questions 2.1
1. Whatis a bill of exchange?
2. Listthree key features of a bill of exchange.
3. Howis abill receivablerecorded in accounts?
4. Name two ways in which a bill of exchange can be settled.

5. Why are bills of exchange important in international trade?

2.2 Partnership Accounts
2.2.1 Nature and formation of partnerships

A partnership is abusiness arrangement where two or more individuals agree to share ownership,
responsibilities, and profits. Partnerships are formed through a partnership deed, which is a legal
document outlining the rights and obligations of each partner. This deed typically covers aspects
such as capital contributions, profit-sharing ratios, and procedures for admitting new partners.

Partnerships are important because they allow pooling of resources and expertise, making them
suitable for small and medium-sized enterprises. However, they also require clear agreements to
avoid disputes.

Fillin the blank: A partnership deed outlines the rights and of each partner.
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PARTNERSHIP BUSINESS STRUCTURE: CAPITAL & PROFIT SHARING

/ N
o 1. THE PARTNERSHIP
A business entity owned and operated
by two or more individuals.
= © CAPITAL CONTRIBUTIONS
= Partner A (e.g, Sarah) .Nvesmm f © PROFIT SHARING R
EEE Sarah contributes: - BROFIEE BILOSSES ~N
M ffice Buil 2
Offics I (5256.000) / distributed according to the
Partner B (e.g., Michael) R e Partnership Agreement.
Michael contributes: =D | Partner A: 50% 7]
Cash ($150,000) ) Partner B: 30%
Partner C (e.g,, Aisha) ) PROFITS ALLOCATION
Aisha contributes: M Partner C: 20%
Equipment & IP ($100,000) )
e.g., BASED ON CAPITAL RATIO
( TOTAL PARTNERSHIP CAPITAL: ssoo,omﬂjw | ORAGREEDPERCENTAGE.
A\ . J
N Open Educational Resource (OER) - Business Law & Accounting Principles %

Diagram showing the structure of a partnership business. Figure 2.2: Structure of a partnership
arrangement

2.2.2 Accounting for capital and current accounts

In partnership accounting, each partner has a capital account and a current account. The capital
account records long-term contributions such as'initial investments, while the current account
records day-to-day transactions like drawings, interest on capital, and share of profits.

For example, if Partner A contributes £10,000 as capital, this is recorded in the capital account. If
Partner A withdraws £1,000 during the year, it is recorded in the current account as drawings.

Fillin the blank: Drawings made by partners are recorded in the account.
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—— PARTNERSHIP ACCOUNTS: CAPITAL AND CURRENT ACCOUNT ENTRIES —

TRANSACTION / ADJUSTMENT %‘gg{%@:gg%m °‘{'.§'é§{‘¥,é‘§§,ﬁ¥;" NARRATION / EXPLANATION
_@ INITIAL CAPITAL CONTRIBUTION
Partners contribute initial cash and assets (Partner's sharreeglftcontnbutxon N/A Increases the partner's permanent
to the business. ¢.q.. 850,000 each) investment in the business.
|l:i:] ADDITIONAL CAPITAL CONTRIBUTION
": A partner invests more funds later in the year. | (Additional amgﬁfg% $10,000 for N/A Lr:git:g'ses the partner's permanent
| 5/ DRAWINGS
Partners withdraw cash or goods for personal N/A (Total drawings, e.9., $15,000 for Reduces the partner’s share of
use. Partner A, Sg Ooogfor Partner B) | 2ccumulated profits.
(5 INTEREST ON CAPITAL (ALLOCATION) .
Partnership agreement specifies interest to be N/A (Partner's calclated interest, .9, | An appropriation of profit, increasing
paid on opening capital balances. 5% of Cagggﬂ%?ag?‘grpg?ﬂer A the partner's current account balance.

() SHARE OF NET PROFIT (ALLOCATION)

Remaining profit is shared between partners

Credit
(Partner's share of remaining profit, | Increases the partner's current

after all appropriations. WA e.g., 50/50 split: $20,000 Partner A, | account balance.
$20,000 Partner B)
| &5 FINAL ADJUSTMENTS (CLOSING CURRENT ACCOUNTS)N dn
t/Cre:
The net balance of the current account is Debit/Credit 1 t capital if T t l ; t t
transferred to the capital account or carried (oéurlraerllt/a?éolun?saadrlléJ i!ocsa&‘ tao : balar?czeereor? uPanen%l:r;r\egr 33?%‘1"6 000 g';%g.the It ccolk b e e
forward. capital) -> Dr $10,000 to close)

Open Educational Resource (OER) - Accounting Principles - www.oer-accounting.org

Examples of entries in capital and current accounts, Table 2.2: Capital and current account entries
in partnership accounting

2.2.3 Treatment of profit sharing and adjustments

Profit sharing in partnerships is based on the agreed ratio in the partnership deed. Adjustments
may include interest on capital, interest on drawings, salaries to partners, and division of remaining
profit. These adjustments ensure fairness and transparency among partners.

For instance, if partners agree to share profits in a 3:2 ratio, and the net profitis £50,000, Partner A
receives £30,000 while Partner B receives £20,000. Additional adjustments such as salaries or
interest are made before dividing the remaining profit.

Fillin the blank: Profit sharing in partnerships is based on the agreed in the partnership
deed.
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SUMMARY OF COMMON ADJUSTMENTS IN PARTNERSHIP ACCOUNTS

= INTEREST ON CAPITAL
%e Description: Caluted allocation of interest to partners based on their invested capital balances, as per the
partnership agreement.

» Treatment: Debited to the Appropriation Account and credited to each partner's Current Account.

= PARTNER'S SALARY / COMMISSION
°°°I] » Description: Remuneration payable to active partners for services rendered to the business, as specified in
the partnership agreement.
» Treatment: Debited to the Appropriation Account and credited to the receiving partner's Current Account.

INTEREST ON DRAWINGS
@ Description: Calculation of interest charged on amounts withdrawn by partners for personal use, as stipulated
in the partnership agreement.
» Treatment: Credited to the Appropriation Account and debited to each partner's Current Account.

([9 DIVISION OF RESIDUAL PROFIT / LOSS

. ghe distr(ijbution of of the remaining profit or loss after all appropriations (interest on capital, salaries) have
een made.

» Treatment: Distributed according to the agreed profit-sharing ratio; debited/credited to the Appropriation
Account and correspondingly credited/debited to each partner's Current Account.

Source: Adapted from Open Educational Resources (OER) - Accounting Principles - www.oer-accounting.org

Box 2.2: Common adjustments in partnership accounts Summary of adjustments such as interest
on capital, interest on drawings, and partner salaries.

Pilot questions 2.2
1. Whatis a partnership deed?
2. Whatis the difference between a capital account and a current account?
3. How are drawings recorded in partnership accounts?
4. What adjustments are commonly made before profit sharing?

5. Why is profit sharing important in partnerships?

2.3 Incomplete Records And Single Entry System
2.3.1 Characteristics of incomplete records

Incomplete records refer to accounting systems where not all transactions are fully documented,
often due to lack of formal bookkeeping. This situation is common in small businesses that may
only record cash receipts and payments without maintaining full ledgers. The main characteristic is
that essential details such as assets, liabilities, and expenses are missing, making it difficult to
prepare accurate financial statements.

Incomplete records are risky because they can lead to errors, misstatements, and difficulties in
assessing the financial position of a business.

Fillin the blank: Incomplete records are common in businesses that lack formal
bookkeeping.
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COMPARISON: INCOMPLETE RECORDS VS. COMPLETE RECORDS
INCOMPLETE RECORDS (SINGLEENTRY) | —>  COMPLETE RECORDS (DOUBLE ENTRY)

« Lacks a systematic double-entry system. « Based on the systematic double-entry principle.

« Records only essential information (e.g., Cash, Debtors, Creditors). « Every transaction recorded with debit and credit aspects.
« Relies on single entry for many transactions. « Comprehensive and detailed recording.

« Missing Elements & Challenges: * Key Features & Benefits:

@@ Trial Balance cannot be prepared.
Q Trading & P&L Account cannot be accurately prepared.
? Balance Sheet cannot be verified.

Z]& Trial Balance is prepared to check arithmetic accuracy.
ﬁ Trading & P&L Account accurately shows Profit or Loss.
-Sj] Balance Sheet provides a true and fair view.

¢ Difficult to determine true Profit or Loss. Fraud and errors are easily detected.
Q Hard to detect fraud and errors. @ Acceptable for all stakeholders (Tax, Banks, etc.).
&= Not acceptable for tax authorities, banks, or investors. @'{5 Enables better financial control and analysis.

v

L RESULT: STATEMENT OF AFFAIRS METHOD USED J —P[ RESULT: FULL FINANCIAL STATEMENTS PREPARED ]

Open Educational Resource (OER) - Accounting Principles - [URL]. |

Diagram showing missing elements in incomplete records compared to complete records. Figure
2.3: Characteristics of incomplete records

2.3.2 Conversion of single entry into double entry

The single entry system is a method where only one side of transactions is recorded, usually cash
inflows and outflows. To convert single entry.into double entry, accountants reconstruct missing

information by preparing statements of affairs, identifying changes in capital, and using control
accounts.

For example, if only cash transactions are recorded, the accountant can use opening and closing
balances of assets andliabilities to estimate profit or loss.

Fillin the blank: The single entry system records only one side of

-
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STEPS FOR CONVERTING SINGLE ENTRY RECORDS INTO DOUBLE ENTRY ACCOUNTS

STEP NUMBER ACTION / PROCEDURE SOURCE OF INFORMATION DOUBLE ENTRY EFFECT
OPENING Analyze opening assets and liabilities to | Opening stock inventory, schedule of Dr. Assets
@ STATEMENT determine initial capital. debtors, schedule of creditors, fing bank | Cr. Liabilities
OF AFFAIRS Prepare an Opening Balance Sheet. statement, opening fixed asset register. | Cr. Opening Capital
Dr. Cash/Ba(nfk i )
: i1« | Cr. Debtors (for collections
AT Vo lsma o okl | S Bl U st ool ) S oo
p Fra)r/\saction 4 su Iierp in\}gic):zs ' Dr. Creditors (for payments)
TRANSACTIONS ; PP : Dr. Purchases (for cash purchases)
Dr. Expenses, etc.
7 e (Debtors Account):  (Creditors Account):
ANALYSIS OF CREDIT| o o o1 onvs and total creditors | ke coger (individual accounts), | pr creit Sales ~  Cr. Credit Purchases
TRANSACTIONS P i : sales day book, sales returns book, Cr. Cash Received  Dr. Cash Paid
control accounts to find credit sales and | creditors' ledger (individual accounts)
(DEBTORS & ! : | Cr. Sales Returns Dr. Cash Paid
CREDITORS) credit purchases. gg:)ckhases day book, purchases returns Bt Deits D:- Pﬂ?chages Pl
: Dr. Discount Received
o Dr. Depreciation Cr. to relevant asset
- | SUMMARY OF ) Depreciation schedules, bad debt Dr. Bad Debts Ltability, or expense
7=| | OTHER Ia%e'ﬂtsltf%::?sr:tcgg agar:fJer:]-gash write-off ap‘provalg, aclcru;al regonli(s, Dr. Accrued Expenses  Cr. liability or expense
“=J | ADJUSTMENTS I Y ; pnlepaymen TECOICS CIOSING S10C Dr. Prepaid Expenses  Cr. liability or expense
valuation. Dr. Closing Stock, etc. Cr. Expenseaccounts
FINAL ACCOUNTS ’E:g:’?‘c;"a“ggglIgg“tgigl‘:"atlsnéi‘f’r’%? ;23 Reconstructed ledger balances Er;agi)ti;:nﬂeﬁsr;%sig‘:gunts Hreradin
PREPARATION g:gﬁg ggségceoums (Trading, P&L, Cr. Income/Liabilities

Open Educational Resource (OER) - Accounting Principles - [URL / Source]

Steps for converting single entry into double entry. Table 2.3: Conversion process from single entry
to double entry

2.3.3 Preparation of final accounts from incomplete records

Final accounts can be prepared from incomplete records by reconstructing missing data. This
involves preparing a statement of affairs to determine opening capital, adjusting for drawings and
additional capital, and calculating closing capital. The difference between opening and closing
capital indicates profit or loss.

This method ensures that even with incomplete records, businesses can still produce financial
statements, though they may not be as reliable as those prepared under double entry.

Fillin the blank: The difference between opening and closing capital indicates or loss.
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SUMMARY OF STEPS IN PREPARING FINAL
ACCOUNTS FROM INCOMPLETE RECORDS

A’i /2 1. PREPARE OPENING STATEMENT OF AFFAIRS
<A~  Analyze opening assets and liabilities to determine the initial capital balance.

Hll 2. ANALYZE CASH AND BANK TRANSACTIONS

|
Summarize all cash receipts and payments to identify total collections from debtors and H
payments to creditors.

@owms | 3. PREPARE TOTAL DEBTORS AND CREDITORS ACCOUNTS
meemss|  Reconstruct these control accounts to find missing figures for Credit Sales and Credit
Purchases.
4. ASCERTAIN OTHER MISSING FIGURES

Calculate figures for expenses (e.g., Rent, Wages) and income by accounting for

accruals, prepayments, and other adjustments.
@es | 5. PREPARE CLOSING STATEMENT OF AFFAIRS (OPTIONAL)
muwsms|  Determine the closing capital by listing and valuing all assets and liabilities at the end
of the period.

mAnmﬁ,J 6.PREPARE FINAL ACCOUNTS

«————

= Draw up the Trading Account, Profit & Loss Account, and Balance Sheet using all the

ascertained figures and opening/closing capital. ]

Source: Adapted from Open Educational Resources (OER) - Accounting Principles

L=

Box 2.3: Steps in preparing final accounts from incomplete records Summary of procedures
including statement of affairs, capital adjustments, and profit calculation.

Pilot questions 2.3
1. What are incomplete records?
2. Why are incomplete recordsrisky for businesses?
3. Whatis the single entry system?
4. How can single entry records be converted into double entry?

5. What does the difference between opening and closing capital indicate?

2.4 Double Entry System Of Accounts
2.4.1 Principles of double entry

The double entry system is the foundation of modern accounting. It is based on the principle that
every transaction has two aspects: a debit and a credit. This ensures that the accounting equation
(Assets = Liabilities + Capital) always remains balanced.

For example, when a business purchases machinery worth £5,000, the machinery account is
debited, and the cash accountis credited. This dual recording provides accuracy and prevents
omissions.

Fillin the blank: The double entry system ensures that every transaction has both a debitand a
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DOUBLE ENTRY SYSTEM PRINCIPLES: DEBIT & CREDIT ASPECTS OF A TRANSACTION

{ TRANSACTION: PURCHASE OF EQUIPMENT FOR CASH ($5,000) ]
(AM BUSINISS AF SEST/TRANSACTIION)

DEBIT ASPECT (RECEIVING VALUE) CREDIT ASPECT (GIVING VALUE)
=T EquiPMENT AccounT &= CASH ACCOUNT £53
[Date] DEE (LEFT) [Date] (RIGHT)
Purchased $5,000 Paid for $5,000
Equipment INCREASE IN Paid for Equipment DECREASE IN
ASSET ASSET

ACCOUNTING EQUATION IMPACT

ASSETS Cash _ LIABILITIES A EQUITY
(Equipment *+ -5,000) = #0) ¥ (0
+5,000 NET EFFECT: ZERO

[ GOLDEN RULE OF DOUBLE ENTRY |

| EVERY TRANSACTION HAS A DEBIT @ AND A CREDIT OF EQUAL VALUE ‘
L J :
Open Educational Resource (OER) - Accounting Principles - [URL / Source_]
Diagram showing the dual aspect of transactions in double entry. Figure 2.4: Principles of the
double entry system

2.4.2 Recording transactions accurately

Recording transactions under double entry requires identifying the accounts affected and applying
the rules of debit and credit. Assets and expenses are debited when they increase, while liabilities,
capital, and income are credited when they increase.

For instance, if a business pays rent.of £1,000, the rent expense account is debited, and the cash
account is credited. This ensures that both sides of the transaction are captured.

Fillin the blank: When an expense increases, it is recorded as a entry.

-
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RULES OF DEBIT AND CREDIT IN DOUBLE-ENTRY ACCOUNTING

(DEBIT/CREDIT) (DEBIT/CREDIT) (ILLUSTRATIVE)
i Cash, Accounts Receivable
-Jﬁ- ASSETS DEBIT DEBIT CREDIT Eniimen icion
Accounts Payable
LIABILITIES CREDIT CREDIT DEBIT EOYGS Payable ;
oans
LU CREDIT CREDIT DEBIT | Common aiack é
ommon Stoc
(EQU"Y) Retained Earnings

: : Sales Revenue
ﬁﬁ (;'E‘sgijE) CREDIT CREDIT DEBIT Service Fee Income %ﬂﬁﬂ

Interest Earned o

Salaries Expense
DEBIT DEBIT CREDIT Rent Expense 0\

Utilities Expense

Open Educational Resource (OER) - Accounting Principles - | / source]

Examples of debit and credit rules for different accounts. Table 2.4: Rules of debit and credit in
double entry

2.4.3 Importance of double entry in financial reporting

The double entry system is crucial for preparing accurate financial statements. It ensures that all
transactions are recorded in a balanced way, making it possible to prepare trial balances, trading
accounts, profit and loss accounts, and balance sheets.

Without double entry, financial reporting would be incomplete and unreliable. For example, single
entry systems may omit liabilities, leading to misleading profit figures. Double entry provides
transparency and accountability, which are essential for stakeholders such as investors, creditors,
and regulators.

Fillin the blank: The double entry system ensures that financial statements are and reliable.
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IMPORTANCE OF DOUBLE-ENTRY SYSTEM
IN FINANCIAL REPORTING

gé * ENSURES ACCURACY & BALANCED ACCOUNTS:

« Every transaction is recorded with equal debit and credit entries, maintaining the fundamenta
accounting equation (Assets = Liabilities + Equity), which helps prevent arithmetic errors.

S ¢ FACILITATES ERROR DETECTION & AUDITING:
@ » The requirement that total debits must equal total credits allows for easy identification of
Z imbalances (e.g., in a Trial Balance), simplifying the auditing process and enhancing
financial control.

M * PROVIDES COMPLETE FINANCIAL INFORMATION:

ﬂ@ « The double-entry system captures both the resource (Asset) and the source of the
resource (Liability or Equity) for every event, offering a comprehensive view of the
business's financial position (Balance Sheet) and performance (Income Statement).

* ENHANCES RELIABILITY & STAKEHOLDER TRUST:
% « By providing systematic and verifiable records, the system increases the credibility of
financial statements, making them more reliable for internal management, external
investors, creditors, and tax authorities.

Source: Adapted from Open Educational Resources (OER) - Accounting Principles
Box 2.4: Importance of double entry in financial reporting Summary of benefits such as accuracy,
transparency, and accountability.

Pilot questions 2.4
1. Whatis the principle behind the double entry system?
2. Give an example of a transaction recorded under double entry.
3. Whatrule applies whenanexpense increases?
4. Why is the double entry system important for financial reporting?

5. How does double entry support transparency and accountability?

Series Summary

This Series has introduced you to bills of exchange, partnership accounts, and record-keeping
systems, highlighting their importance in business transactions and financial reporting. We began
with bills of exchange, examining their meaning, features, and settlement methods. We then
moved on to partnership accounts, focusing on capital and current accounts, profit sharing, and
adjustments. Following that, we explored incomplete records and the single entry system,
including how to convert them into double entry and prepare final accounts. Finally, we concluded
withthe double entry system of accounts, reinforcing its principles, recording rules, and
significance in financial reporting.

By completing this Series, you should now be able to define bills of exchange, demonstrate their
recording and settlement, explain partnership formation, prepare partnership accounts, describe
incomplete records, apply conversion techniques, illustrate double entry principles, and evaluate
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its importance in ensuring accuracy and transparency. These abilities directly align with the Series
Learning Outcomes (SLOs), equipping you with practical and analytical skills for financial
accounting in business education.

Glossary of Terms

¢ Bill of exchange: A written, unconditional order directing one party to pay a specified sum
to another.

¢ Bill payable: A liability recorded by the drawee when accepting a bill of exchange.
o Billreceivable: An asset recorded by the drawer representing money to be received.
e Capital account: Arecord of long-term contributions made by partners in a partnership.

e Current account: Arecord of day-to-day transactions such as drawings and profit shares in
partnership accounting.

e Double entry system: An accounting method where every transaction has both a debit and
a credit.

¢ Incomplete records: Accounting systems where not all transactions are fully documented.

e Partnership: A business arrangement where two or more individuals share ownership,
responsibilities, and profits.

e Partnership deed: A legal document outlining the rights and obligations of partners.

¢ Single entry system: A method of recording only one side of transactions, usually cash
inflows and outflows,

e Statement of affairs: A summary of assets and liabilities used to determine capital in
incomplete records.

Concept Check Questions [Series 2]
Objective questions

1. ~Which of the following is a feature of a bill of exchange? (Linked to SLO 2.1) a) Oral
agreement b) Unconditional order to pay c) Unlimited liability d) Profit sharing ratio

2. Abillreceivableisrecordedasan___ inthe accounts of the drawer. (Linked to SLO 2.2)
3. Drawings made by partners are recordedinthe ___ account. (Linked to SLO 2.4)
Short-answer questions
4. Define a partnership and explain the purpose of a partnership deed. (Linked to SLO 2.3)
5. Describe the single entry system and its limitations. (Linked to SLO 2.5)
Long-answer questions

-
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6. Analyse the process of converting single entry records into double entry accounts. (Linked
to SLO 2.6)

o Basic response: Outline the steps of preparing a statement of affairs, identifying
capital changes, and reconstructing accounts.

o Value-added response: Discuss how conversion improves accuracy, supports
financial reporting, and strengthens internal controls.

7. Evaluate the importance of the double entry system in financial reporting. (Linked.to SLO
2.8)

o Basic response: Explain how double entry ensures balanced accounts.and-accurate
financial statements.

o Value-added response: Provide examples of how double entry supports
transparency, accountability, and stakeholder.confidence.

Answers to Concept Check Questions [Series 2]
1. b)Unconditional order to pay
2. Asset
3. Current

4. Apartnership is a business arrangement where two or more individuals share ownership,
responsibilities, and profits. A partnership deed outlines the rights and obligations of
partners.

5. The single entry system records only one side of transactions, usually cash inflows and
outflows. Its limitation is that it omits assets, liabilities, and expenses, making financial
reporting unreliable.

6. Basic response: Conversion involves preparing a statement of affairs, identifying changes in
capital, and reconstructing accounts. Value-added response: Conversion improves
accuracy, supports preparation of financial statements, and strengthens internal controls.

7. Basicresponse: Double entry ensures balanced accounts and accurate financial
statements. Value-added response: It enhances transparency, accountability, and
stakeholder confidence by providing reliable financial data.

Answers to Pilot Questions [Series 2]
Part 2.1
1. Awritten, unconditional order to pay a specified sum.

2. Inwriting, unconditional order, definite amount, signed by drawer.

-
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3. Asan asset.
4. Payment at maturity, discounting, endorsement, dishonour.
5. They secure payment ininternational trade.
Part 2.2
1. Alegaldocument outlining partner rights and obligations.

2. Capitalaccountrecords long-term contributions, current account recordsday-to-day
transactions.

3. Current account.
4. Intereston capital, interest on drawings, salaries, division of remaining profit.
5. Itensures fairness and transparency.
Part2.3
1. Accounting systems where not all transactions are documented.
2. They can lead to errors and misstatements.
3. A method recording only one side of transactions.
4. By preparing statements of affairs.and reconstructing accounts.
5. Profitor loss.
Part2.4
1. Everytransaction has a debit and a credit.
2. Purchase ofimachinery: debit machinery, credit cash.
3. Dehbit.
4. Itensuresaccuracy and reliability of financial statements.
5. By providing transparency and accountability.
References and Attributions [Series 2]
e Suggested OER sources for diagrams and tables:
o “Bill of exchange parties diagram OER”
o “Accounting entries bills of exchange OER table”
o “Practical uses bills of exchange OER”
o “Partnership business structure diagram OER”

-
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o “Capital and current accounts partnership OER table”
o “Partnership accounts adjustments OER”
o “Incomplete records vs complete records OER diagram”
o “Conversion single entry to double entry OER table”
o “Finalaccounts from incomplete records OER”
o “Double entry system principles diagram OER”
o “Rules of debit and credit double entry OER table”
o “Importance of double entry system OER”
e Al prompt suggestions used for illustrations:
o Diagrams of bills of exchange parties and partnership structures.
o Tables showing accounting entries and debit/credit rules:
o Boxes summarising adjustments and practicalapplications.

e Attribution style: Institutional referencing; consistent with APA guidelines for educational
resources.

Series 3: Non Profit And Control Accounts
Series outline
e Part 3.1: Non-Profit Organisations and Their Accounts
o Nature and characteristics of non-profit organisations
o - Receipts and payments account
o Income and expenditure account
o Balance sheet of non-profit organisations
e Part 3.2: Control Accounts
o Meaning and purpose of control accounts
o Types of control accounts (debtors and creditors)

o Preparation and reconciliation of control accounts

-
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o Part 3.3: Applications of Control Accounts in Business
o Role of control accounts in detecting errors
o Use of control accounts in internal checks
o Practical applications in financial management
e Part 3.4: Integration of Non-Profit and Control Accounts
o Linkage between non-profit accounts and control accounts
o Importance of accurate reporting for stakeholders

o Case studies and practical examples

Introduction

Non-profit organisations play a vital role in society, focusing on service delivery rather than profit
generation. Their accounting systems differ from those of profit-oriented businesses, requiring
specialised accounts such as receipts and payments, income and expenditure, and balance
sheets. Alongside this, control accounts are essential tools in business accounting, ensuring
accuracy and providing checks against subsidiary ledgers. Together, these topics highlight the
importance of transparency and accountability in financial reporting.

The aim of this Series is to equip you with the knowledge and skills to prepare and interpret
accounts for non-profit organisations, and to apply control accounts effectively in business
contexts.

We shall commence this Series by examining non-profit organisations and their accounts,
including receipts and payments, income and expenditure, and balance sheets. Next, we will move
on to control accounts, focusing on their meaning, purpose, and preparation. Following that, we
will explore applications of control accounts in business, such as error detection and internal
checks. Finally, we will conclude with the integration of non-profit and control accounts,
highlighting theirimportance for stakeholders and practical case studies.

Series Learning Outcomes
Upon completing this Series, you should be able to:
e | SLO 3.1 describe the nature and characteristics of non-profit organisations,
e SLO 3.2 prepare receipts and payments accounts for non-profit organisations,

e SLO 3.3 construct income and expenditure accounts and balance sheets for non-profit
organisations,

e SLO 3.4 define the meaning and purpose of control accounts,

-
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e SLO 3.5 prepare debtors and creditors control accounts,
e SLO 3.6 reconcile control accounts with subsidiary ledgers,

e SLO 3.7 analyse the role of control accounts in detecting errors and supporting internal
checks, and

e SLO 3.8 evaluate the integration of non-profit and control accounts for accurate
stakeholder reporting.

3.1 Non-Profit Organisations And Their Accounts
3.1.1 Nature and characteristics of non-profit organisations

A non-profit organisation is an entity established to provide services or achieve social objectives
rather than to make profits. Examples include charities, clubs,and educational institutions. Their
primary focus is on serving members or the community, and any surplus generated is reinvested
into the organisation rather than distributed as profit.

Key characteristics include the absence of profit motive, reliance on donations or subscriptions,
and accountability to members or stakeholders. These organisations must still maintain proper
accounts to ensure transparency and effective management.

Fillin the blank: Non-profit organisations reinvest any surplus into the rather than
distributing it as profit.

7 A\
NON-PROFIT ORGANISATION: FUND FLOW AND SURPLUS REINVESTMENT
1. FUND SOURCES (lNFLOWS) 4. SURPLUS & REINVESTMENT
O pi=t ‘@‘ _ o~ | ANNUAL SURPLUS REINVESTMENT IN
%é 2= o 4; i (EXCESS OF REVENUE | | MISSION & GROWTH
= FUNDRAISING e OVER EXPENSES) Funds used to expand
DONATIONS SUBSCRIPTIONS EVENTS OTHER INCOME Profit remaining after programs, improve facilities,
Individual & Corporate Member Dues, Galas, Auctions, Investment Income, all expenses paid. build reserves, or enhance
Gifts, Grants, Bequests. Annual Fees. Sales. Program Fees. sustainability.
2. NON-PROFIT ORGANISATION
(THE ENTITY)
e )
3. OPERATIONAL USES (OUTFLOWS)
ADMRATIVE FUNDRAIING O
E i
PROGRAM EXPENSES ADMINISTRATIVE COSTS FUNDRAISING COSTS OTHER EXPENSES
Direct costs for achieving Salaries, Rent, Utilities, Costs for organizing Bank fees,
(e.q., projects, services). Office Supplies. events and campaigns Miscellaneous.
% 3. OPERATIONAL USES (OUTFLOWS) )
5 Open Educational Resource (OER) - Accounting Principles for Non-Profits - www.oer-accounting.org P

Diagram showing the flow of funds in a non-profit organisation (donations, subscriptions,
expenses, surplus reinvestment). Figure 3.1: Flow of funds in a non-profit organisation
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3.1.2 Receipts and payments account

A receipts and payments account is a summary of cash transactions during a period. It records
all cash received (such as donations, subscriptions, and grants) and all cash paid (such as
salaries, rent, and utilities). It is similar to a cash book but presented in a simplified format.

This account does not distinguish between capital and revenue items, nor does it show accruals or
adjustments. It simply provides a cash-based overview of inflows and outflows.

Fillin the blank: Areceipts and payments account is similarto a
simplified format.

SAMPLE RECEIPTS AND PAYMENTS ACCOUNT FOR A NON-PROFIT ORGANISATION

book but presented ina

(e.g., a Sports Club)
% RECEIPTS (INFLOWS) % PAYMENTS (OUTFLOWS)
PARTICULARS AMOUNT ($) PARTICULARS AMOUNT ($)

Donations (Individual & Corporate) $12,000 | Salaries & Wages (Staff) $28,000
Subscriptions (Members' Dues) $25,500 | Rent & Rates (Office/Clubhouse) $15,600
Grants & Subsidies (Government) $8,000 Utilities (Electricity, Water) $4,200
Fundraising Events (Net Proceeds) $9,500 Printing, Stationery, & Postage $1,900
Investment Income (Interest) $1,500 | Insurance (Property & Liability) $2,100
Sales of Publications/Merchandise $3,200 Equipment Maintenance & Repairs $3,300
TOTAL RECEIPTS $59,700 | Fundraising Event Costs $4,500

TOTAL PAYMENTS $59,600

OPENING CASH BALANCE (Jan 1) $4,800
PLUS: TOTAL RECEIPTS $59,700
LESS: TOTAL PAYMENTS $59,600
EQUALS: CLOSING CASH BALANCE (Dec 31) $4,900

Open Educational Resource (OER) - Accounting Principles for Non-Profits - [URL / Source
Examples of receipts and payments entries. Table 3.1: Sample receipts and payments account

3.1.3 Income and.expenditure account

An income and expenditure account is prepared on an accrual basis, showing revenue earned
and expenses incurred during a period. Unlike the receipts and payments account, it distinguishes
between capital and revenue items and includes adjustments such as outstanding expenses or
prepaid income.

This.account is similar to a profit and loss account in commercial businesses, but instead of
showing profit, it shows surplus or deficit.

FilLin the blank: An income and expenditure account is prepared on an basis.
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COMPARISON: RECEIPTS & PAYMENTS VS. INCOME & EXPENDITURE ACCOUNT
@?} RECEIPTS AND PAYMENTS ACCOUNT % INCOME AND EXPENDITURE ACCOUNT
/@3 BASIS: Real Account (Summary of Cash Book).  [Z=] BASIS: Nominal Account (Similar to Profit &
=] =% Loss Alc).

NATURE: A summary of all cash and bank @[3 NATURE: Shows surplus or deficit of income
835%) transactions during the year. > over expenditure for a specific period.
SCOPE: Includes both capital and revenue SCOPE: Includes ONLY revenue items
items. () ' ’
@ PERIOD: Records cash received/paid regardless (=% PERIOD: Considers only items pertaining to the
of the period (past, current, or future). 33°0) current accounting period.
@ ADJUSTMENTS: Non-cash items (like =] ADJUSTMENTS: Non-cash items (like
depreciation) are NOT recorded. “@® depreciation) ARE recorded.
RESULT: Reveals the closing cash/bank RESULT: Reveals Surplus (Excess of Income)
balance. or Deficit (Excess of Expenditure).

Source: Adapted from Open Educational Resources (OER) - Accounting Principles

Box 3.1: Key differences between receipts and payments account and income and expenditure
account Summary of differences in basis, adjustments, and purpose.

3.1.4 Balance sheet of non-profit organisations

A balance sheet for a non-profit organisation shows its financial position at the end of a period. It
includes assets (such as buildings, equipment, and cash), liabilities (such as loans and creditors),
and the capital fund, which represents accumulated surpluses.

The balance sheet provides stakeholders with a clear picture of the organisation’s resources and
obligations, ensuring accountability and transparency.

Fillin the blank: The capital fund.in a non-profit organisation represents accumulated

-
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——

BALANCE SHEET OF A NON-PROFIT ORGANISATION: ASSETS, LIABILITIES, & CAPITAL FUND

LN N
i EE ASSETS = | 513 LIABILITIES & CAPITAL FUND {5
TOTAL ASSETS = TOTAL LIABILITIES + CAPITAL FUND TOTAL ASSETS = TOTAL LIABILITIES + CAPITAL FUND
: > CURRENT LIABILITIES
) CURRENT ASSETS (Short tt.erm) _ ::: oot Paobie $8,000
= Cash & Bank Balances ($15,ative) ~ $15,000 Accrued Expenses $4,000
Short-term Investments $10,000 Deferred Revenue/Subscriptions $10,000
Inventory/Supplies $5,000 TOTAL CURRENT LIABILITIES: $22,000
Subscriptions Receivable $2,000 T NON-CURRENT LIABILITIES
TOTAL CURRENT ASSETS: §32,000 | e [AZZ=] Long-term Bank Loan $90,000
= —= TOTAL NON-CURRENT LIABILITIES:  $90,000
, NON-CURRENT ASSETS (Long-term) TOTAL LIABILITIES: §112,000
J Land & Buildings $250,000 79 CAPITAL FUND (Accumulated Funds)
Equipment & Furniture $80,000 ) Beginning Balance $320,000
Long-term Investments $100,000 T PLUS: Surplus for the Year (or LESS: Deficit)  $40,000
TOTAL NON-CURRENT ASSETS:  $430,000 :h‘:fl"i%a:;el;’::m’;e“‘s sg:gggg
TOTAL ASSETS: $462,000 = :

TOTAL LIABILITIES & CAPITAL FUND: $462,000
Open Educational Resource (OER) - Accounting Principles for Non-Profits - [URL / Source]

Diagram showing the structure of a non-profit balance sheet. Figure 3.2: Balance sheet of a
non-profit organisation

Pilot questions 3.1
1. Whatis a non-profit organisation?
2. What are the key characteristics of non-profit organisations?
3. Whatisthe purpose of areceipts and payments account?

4. How does anincome and expenditure account differ from a receipts and payments
account?

5. What does the capital fund in a non-profit organisation represent?

3.2 Control Accounts
3.2.1 Meaning and purpose of control accounts

A controlaccount is a summary account in the general ledger that consolidates transactions from
subsidiary ledgers. Its purpose is to provide a check on the accuracy of detailed records and to
simplify reporting. The most common control accounts are the debtors control account and the
creditors control account.

Control accounts are important because they act as a safeguard against errors. If the total of the
subsidiary ledger does not match the balance in the control account, it signals a discrepancy that
must be investigated.

Fillin the blank: A control account consolidates transactions from ledgers.
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THE RELATIONSHIP: CONTROL ACCOUNTS & SUBSIDIARY LEDGERS

= SUBSIDIARY LEDGERS (DETAIL) (&) GENERAL LEDGER (SUMMARY)
ACCOUNTS RECEIVABLE ACCOUNTS RECEIVABLE CONTROL ACCOUNT ACCOUNTS PAYABLE CONTROL ACCOUNT
SUBSIDIARY LEDGER (GENERAL LEDGER) (GENERAL LEDGER)
Customer A ) Debit May Credit Debit May Credit
,,:;" Bl Dbt Gredtgalance Total Credit Sales | from Sales Journal Total Credit Purchases 200,000
Ny Costl | CustomerB ____v__“] Journal from Purchases Journal
e | DT T A Total Cash Received from| from Cash R Total Cash Received f
m;gzg T ] PERIODIC POSTING otal Cash Received from Jrgl:nma'as eceipts OlgasgsR ecgic;)elgﬁuu:?\g: 60,000
s e e L I:_W@mﬁ_:> TOTAL ENDING BALANCE 1250000 | | TOTAL ENDING BALANCE 1,260,000
7| MayCosrB 108 2300 198§ 3273,000
MayCosrC 166 4,000 1823 765,000

_MayCosrC_ 165 2700 1.800 650,000

ACCOUNTS PAYABLE CONTROL ACCOUNT

L Detailed Balance 2695,000 g ( GENERAL LED! GER)
5 = Debit Credit
= May
ACCOUNTS PAYABLE = Total Credit Purchases from 156,000
SUBSIDIARY LEDGER [ PERIOBICPOSTING — > = Putchases Joural
( Supplier X o Total Cash Paid from Cash 312,000
Debit _Gredi_Balance [ DANVENRES > o Paymets fodmal
(-
~ Suppliery ; TOTAL ENDING BALANCE 4,285,000
Date  Ref _ Debit _Credit _Balance PERIODIC POSTING '
: g;r-“‘““““'—-’s“ppner 7 DAILY ENTRIES
3 | SCHEDULE OF ACCOUNTS RECEIVABLE SCHEDULE OF ACCOUNTS PAYABLE
May  May s = Date Dehit__ Credit _Balance Date Debit _ Credit _Balance
— §:x"ﬁf pricamt A o > PERIODIC PO ﬂﬂm May CostomerACadis 2000 - 2290,000 May Supplier X 2000 1,000 1200000
Suppher May-¥ 2800 1900  196.000 Supplier X Customer B 4800 - 7435000 Supplier Y  Suppller Y fieht 1,600 1200 255,000
Supples Ray-2 2800 2590 _350.000 Supplior Y Suppilser § Cedis 1,000 960,000 Supplier Y Supplier ¥ 1000 2000 100000
Detalied Balance 7269,000 SuppllerZ  Supplier 2 Dxdits _ 1,000 1,000 _ %g% SuppierZ  Supplier Z Jesrls __ 1,000 1,400 - ;;;gg

OPEN EDUCATIONAL RESOURCE (OER) - Accounting Principles - www.oer-accounting.org
Diagram showing the relationship between subsidiary ledgers and control accounts. Figure 3.3:
Relationship between subsidiary ledgers and control accounts

3.2.2 Types of control accounts (debtors and creditors)
The two main types of control accounts are:

e Debtors control account: Summarises all transactions with customers, including credit
sales, receipts, discounts, and returns.

¢ Creditors control account: Summarises all transactions with suppliers, including credit
purchasesypayments, discounts, and returns.

These accounts provide a quick overview of amounts owed by customers and amounts owed to
suppliers, without needing to check each individual account.

Fill in the blank: The debtors control account summarises transactions with .
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EXAMPLES OF ENTRIES IN DEBTORS AND CREDITORS CONTROL ACCOUNTS

DEBTORS CONTROL ACCOUNT (RECEIVABLES)

CREDITORS CONTROL ACCOUNT (PAYABLES)

TRANSACTION / DEBIT / EXPLANATION / TRANSACTION / DEBIT / EXPLANATION /
ADJUSTMENT CREDIT ILLUSTRATION ADJUSTMENT CREDIT ILLUSTRATION
: Increases the total amount : Increases the total amount
Sales on Credltﬁ (810,000 owed by debtors. Purchases on Credit (87,000) et to craditors
Receipts from Reduces the total amount Payments to Reduces the total amount
Debtors §/ ($8,000) owed by debtors. Creditors ($5,500) owed to creditors.
Debtors return goods, D Goods returned to suppliers,
Sales Returns ‘D ($500) reducing their balance. Purchases Returns ($400) reducing our liability.
Irrecoverable Debts Debt written off as 4 ) Prompt payment discount
($300) uncollectible, reducing Discount Received (8300 ; ;
(Bad Debts) the balance. ) receweg, '@q‘;‘C'“g the
: Debit/Credit | Offset a debtor balance
Discount Allowed ($200) I?;gnm%gsgi':e?wg:gﬂe Contra Settlement | (e.g., Dr$200, |against a creditor balance
e, g Cr $200) with the same party.
Dishonoured Customer cheque Interest Charged b Interest on overdue
Cheques (61,000) | bounced, reinstating the Credito? ! ($100) account, increasing the
Ucuw Ilabl It’A

Sub-total / Balance
(Illustrative balances)

Sub-total / Balance
(Illustrative balances)

o

Open Educational Resource (OER) - Accounting Principles - www.oer-accounting.org

Examples of entries in debtors and creditors control accounts. Table 3.2: Entries in debtors and
creditors control accounts

3.2.3 Preparation and reconciliation of control accounts

Preparation of control accounts involves posting totals from subsidiary ledgers into the general
ledger. Reconciliation is the process of comparing balances in control accounts with the totals of
subsidiary ledgers to ensure accuracy.

For example, if the debtors control account shows £20,000, but the total of individual debtor

accounts is £19,500, there is a discrepancy of £500 that must be investigated. Reconciliation helps

detect errors such‘as omissions, duplications, or incorrect postings.

Fillin the blank: Reconciliation of control accounts involves comparing balances with totals from

ledgers:
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SUMMARY OF STEPS IN RECONCILING CONTROL ACCOUNTS

1. OBTAIN BALANCES
Obtain the balance from the Control Account (in the General Ledger) and the total of the list of
balances from the Subsidiary Ledger (e.g., Schedule of Debtors).
2. Q IDENTIFY DISCREPANCIES
Compare the two balances. If they do not agree, investigate the difference.
3. =5 CHECKARITHMETIC
8§ﬁ Verify the addition of the subsidiary ledger balances (the schedule) and re-check the postings
and balance in the control account.
4. 5 REVIEW PRIME ENTRY RECORDS
m Compare individual entries in the subsidiary ledger accounts with the original source documents
(invoices, credit notes) and the subsidiary day books (sales journal, cash book).
5. [v=] LOCATE ERRORS
X—| Identify specific errors in either the subsidiary ledger (e.g., wrong customer account) or the control
account (e.g., omission of a total).
6. PREPARE RECONCILIATION STATEMENT
=—@ Prepare a formal Control Account Reconciliation Statement to adjust the original control account
balance or the schedule total, arriving at the corrected, agreed balance.
7. CORRECT BOOKS OF ACCOUNT i
% Make necessary correcting journal entries in the General Ledger to update the Control Account and in
the Subsidiary Ledger to update individual accounts.

Source: Adapted from Open Educational Resources (OER) - Accounting Principles - www.oer-accounting.org

Box 3.2: Steps in reconciling control accounts Summary of procedures including posting totals,
comparing balances, and investigating discrepancies.

Pilot questions 3.2
1. Whatis a control account?
2. What are the two main types of controlaccounts?
3. Why are control accountsiimportant in business accounting?
4. Give an example of a transaction recorded in the debtors control account.

5. Whatis the purpose of reconciling control accounts?

3.3 Applications Of Control Accounts In Business
3.3.1 Role of controlaccounts in detecting errors

Control accounts are powerful tools for identifying discrepancies in accounting records. By
comparing balances in control accounts with totals from subsidiary ledgers, accountants can
quickly detect errors such as omissions, duplications, or incorrect postings. This process ensures
that financial statements remain accurate and reliable.

Forexample, if the debtors control account shows £15,000 but the total of individual debtor
accounts is £14,500, the £500 difference highlights an error that must be investigated.

Fillin the blank: Control accounts help detect discrepancies by comparing balances with
ledgers.
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£Z ERROR DETECTION: CONTROL ACCOUNT VS. SUBSIDIARY LEDGER Q)

GENERAL LEDGER (SUMMARY DATA) T < SUBSIDIARY LEDGER (DETAIL DATA)
DEBTORS CONTROL ACCOUNT 1 SCHEDIDJELTEARFUEEBTORS
TEBT BALANCE | $325,000,000 | Eusmme,gi:ance Lo
ustomer Balance 1,600
‘ Cus:omer Ezlamc:e ?1288%
| Customer Balance 8,000,000
Customer Balance 8,500,000
COMPARISON AND RECONCILIATION Customer Balance 650000
TOTAL $1,850,000
» Maintains summary balances. RS
« Updated periodically (e.g., monthly). ERROR DETECTION MECHANISM e E’Y’:'"ﬁ{‘: individual customer
« Dr: Total Credit Sales, « Omission of an entry in either ledger. s
Dishonoured Cheques. « Posting error (wrong amount or wrong side). S S RAAE.O y: )
« Cr: Total Cash Received, Sales « Arithmetic mistake (addition error in control or * Sum of all individual accounts.
HEme, BadBebl . sDcut;)?i(::lzjalt%)éntry in one ledger
3. CONTROL ACCOUNT BALANCE ¥ 3.T0TAL (‘L';gggg'g'\f““
(AS PER GL): $X DIFFERENCE DETECTED! (X = Y) '
.éj @ « INVESTIGATE & CORRECT ERRORS u
= * UPDATE BOTH RECORDS ACCORDINGLY ))
\ J

OPEN EDUCATIONAL RESOURCE (OER) - Accounting Principles - [URL: ]
Diagram showing how control accounts highlight errors when totals do not match. Figure 3.4: Error
detection using control accounts

3.3.2 Use of control accounts in internal checks

Control accounts also serve as internal checks within an.organisation. They provide a summary
that can be cross-verified by different staff members, reducing the risk of fraud or
mismanagement. This separation of duties strengthens internal control systems and enhances
accountability.

For instance, one staff member may maintain subsidiary ledgers while another reconciles control
accounts, ensuring independent verification.

Fillin the blank: Control accounts strengthen internal control by enabling independent of
records.
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7 N
EXAMPLES OF INTERNAL CHECKS USING DEBTORS AND CREDITORS CONTROL ACCOUNTS
p= AREA OF CHECK / == CONTROL ACCOUNT, ERROR OR FRAUD
2  PROCEDURE M INvoLVED | HOWINTERNAL CHECKOPERATES |  ppevENTED / DETECTED
== Daily Sales Posti Compare total of daily sales day book with | Prevents omission or mispostin
Ve:i¥icaatif)sn R Detlor ControiAccon Hle totatl posted to thtye Debtors Control ofrecvreréns sale':. dabidlan il
ccount.

Cash Received Allocation Debtors Control Account Verify that cash received from debtorsis | Detects teaming and lading fraud;

Review correctly allocated to individual accounts | ensures accurate customer
and the control account. statements.

= Credit Limit Authorization Debtors Control Account Review debtor balances against authorized | Prevents bad debts from over-
E@ credit limits before new sales are extended customers.
processed.

Purchases Journal Totals Creditors Control Account | Re-add the purchases journal and Prevents errors in recording credit

Check compare the total with the posting to the urchases; detects understated
Creditors Control Account. iabilities.

== Supplier Payment Creditors Control Account | Ensure payments to suppliers match Prevents duplicate payments or
% Authorization approved invoices and are correctly payments to fictitious suppliers.
posted to the control account.

Monthly Reconciliation Both Control Accounts Regularly compare the control account Detects arithmetic errors, posting
balance with the total of the schedule of | errors, and omissions in either
individual accounts. ledger.

Bad Debt Write-off Both Control Accounts Require senior management authorization | Prevents unauthorized write-offs
% Approval for all debts deemed irrecoverable. and manipulation of accounts.
L OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING PRINCIPLES - )

Examples of internal checks using control accounts. Table 3.3: Internal checks supported by
control accounts

3.3.3 Practical applications in financial management

Beyond error detection and internal checks, control accounts are used in financial management to
provide quick summaries of amounts'owed by customers and to suppliers. This helps managers
assess liquidity, plan cash flows, and make informed decisions.

For example, a business canuse the debtors control account to estimate expected cash inflows
and the creditors control account to plan for upcoming payments.

Fillin the blank: Control accounts help managers assess by summarising amounts owed
and receivable.
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PRACTICAL USES OF CONTROL ACCOUNTS IN FINANCIAL MANAGEMENT

1. S ERROR DETECTION & PREVENTION:
() - Helps verify the arithmetic accuracy of subsidiary ledgers (Debtors/Creditors) by comparing their
totals to the control accu balance, quickly identifying discrepancies caused by errors or omissions.

2.@ FACILITATES RECONCILIATION:

* Provides a control figure against which individual subsidiary ledger balances can be reconciled,
ensuring agreement between the general ledger and detailed records.

3. @ _ PROMOTES INTERNAL CONTROL & SEGREGATION OF DUTIES:
« Allows different employees to maintain the subsidiary ledgers and the general ledger (control
account), reducing the risk of fraud and error.

4, ENHANCES AUDITING EFFICIENCY:
' « Auditors can quickly verify the total balance of accounts receivable or accounts payable by
examining the control account, rather than checking every individual account.

5. (5=pP SPEEDS UP FINAL ACCOUNTS PREPARATION:
» The control account provides immediate, accurate aggregate totals for debtors and creditors for
inclusion in the Balance Sheet, without needing to list every single account.

Zemll
6. ENABLES PERIODIC REVIEW & MANAGEMENT REPORTING:
« Facilitates monthly or periodic reviews of total receivables and payables by management,
assisting in cash flow forecasting and credit control.

Source: Adapted from Open Educational Resources (OER) - Accounting Principles - www.oer-accounting.org

Box 3.3: Practical uses of control accounts in financial management Summary of applications such
as liquidity assessment, cash flow planning, and decision-making.

Pilot questions 3.3
1. How do control accounts help detect errors?
2. Whatrole do control accounts play in internal' checks?
3. Give an example of how control'accounts support financial management.
4. Why are control accounts important for liquidity planning?

5. How do control accounts enhance accountability in organisations?

3.4 Integration Of Non-Profit And Control Accounts
3.4.1 Linkage between non-profit accounts and control accounts

Non-profit organisations also benefit from the use of control accounts. While their primary
accountsinclude receipts and payments, income and expenditure, and balance sheets, control
accounts provide an additional layer of accuracy. For example, a club may maintain a debtors
control account to track subscriptions owed by members, ensuring that income is properly
recorded.

This linkage helps non-profits maintain transparency and accountability, which is critical for donor
confidence and regulatory compliance.

Fillin the blank: Control accounts help non-profit organisations maintain and
accountability.
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INTEGRATION OF NON-PROFIT ORGANISATION ACCOUNTING: FROM REGISTERS TO FINANCIAL STATEMENTS & CONTROL ACCOUNTS

1. PRIMARY DATA SOURCES (DAILY/PERIODIC TRANSACTIONS)

= RECEIPTS & PAYMENTS
a\ REGISTER

Cash &Bank
Receipts/Payments

SALES/PURCHASES
DAY BOOKS

/ Credit Sales (Members)
&Purchases (Suppliers)

JOURNAL VOUCHERS
& ADJUSTMENTS

@ Depreciation, Accruals,

Prepayments

\

2. SUBSIDIARY LEDGERS & CONTROL ACCOUNTS (MONTHLY POSTING) g
R |, I g | [ ooms | | B
CONTROL CONTROL =

SUBSIDIARY SUBSIDIARY =
LEDGER ACCOUNT LEDGER ACCOUNT <

"= ReconciLiaTioN =7

RECONCILIATION ="

LINKAGE

3. FINAL FINANCIAL STATEMENTS (PERIOD-END REPORTING)

RECEIPTS & INCOME &
PAYMENTS 4 EXPENDITURE B
ACCOUNT A11® ~ account )
\& 4
| OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING PRINCIPLES FOR NON-PROFITS )

Diagram showing integration of non-profit accounts with control accounts. Figure 3.5: Integration
of non-profit and control accounts

3.4.2 Importance of accurate reporting for stakeholders

Accurate reporting is essential for stakeholders such as donors, members, and regulators.
Non-profit organisations rely on trust, and control'accounts strengthen this by ensuring that
records are consistent and reliable. Stakeholders can be confident that funds are used
appropriately and that financial statements reflect the true position of the organisation.

Fillin the blank: Accurate reporting in non-profit organisations builds
members.

among donors and
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IMPORTANCE OF ACCURATE REPORTING FOR
STAKEHOLDERS IN NON-PROFIT ORGANISATIONS

( BUILDS TRUST AND CREDIBILITY: )
« Accurate reporting demonstrates transparency and accountability, fostering trust among donors,
beneficiaries, staff, and the public, which is essential for long-term support and fundraising

SUCCess.

FACILITATES INFORMED DECISION-MAKING:

« Stakeholders (such as the board of directors and management) rely on accurate financial and
programmatic reports to make sound decisions regarding resource allocation, strategy, and
future programs.

ENSURES FINANCIAL SUSTAINABILITY & COMPLIANCE:

» Precise reporting helps non-profits monitor their financial health, adhere to legal and
regulatory requirements (e.g., tax filings), and comply with grant conditions, reducing the risk
risk of penalties or loss of funding.

DEMONSTRATES IMPACT & PROGRAM EFFECTIVENESS:

» Beyond financials, accurate reporting on mission outcomes and program results shows
donors and the community the real-world impact of the non-profit's work, justifying
continued support.

0 @o

@ 3

Source: Adapted from Open Educational Resources (OER) - Accounting Principles for Non-Profits

Box 3.4: Importance of accurate reporting in non-profit organisations Summary of benefits such as
donor confidence, regulatory compliance, and transparency.

3.4.3 Case studies and practical examples

Practical examples illustrate how integration works. For instance, a charity may use a creditors
control account to monitor outstanding payments to suppliers, ensuring that liabilities are properly
managed. Similarly, a school may use a debtors control account to track unpaid fees, linking this to
its income and expenditure account.

These case studies show that control accounts are not limited to profit-oriented businesses but
are equally valuable in-non-profit contexts.

Fillin the blank: A school may use a debtors control account to track unpaid
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LN

_ EXAMPLES OF CONTROL ACCOUNTS IN NON-PROFIT ORGANISATIONS:
CHARITIES, CLUBS, & SCHOOLS

NON-PROFIT CONTROL ACCOUNT SUBSIDIARY LEDGERS / DETAILS | PURPOSE / FUNCTION EXAMPLE / CASE STUDY

TYPE (type of account) (what it controls) (why it's used) (specific illustration)

Debtors Control Account. Monitor and reconcile amounts| Tracking a $50,000 multi-year
« Major Donor Pledges Ledger, amounts owed by donors and | corporate grant receivable.
Grant Receivables. grant-making bodies.
Creditors Control Account. Ensure accurate Iand tfimely Réconcilliaabalance owedito
« Supplier Invoices, Program payment to suppliers for :
Exgﬁ_’nse Ledger. supplies and services. Hifecd bam Sipylier
Members' Subscriptions Control A/c. Manage and track membership| Reconciling annual dues for
« Individual Member Dues Ledger. fees, identify arrears. 323 arir:jembers, identifying 15
© Fundraising Inventory Control A/c. Control st?ck levels anfd o) Reconcilingf proceeds and
« Merchandise Sales Ledger, proceeds from sales of clu inventory of 500 club jerseys
SPORTS CLUB Event Ticket Sales. merchandise. sold at an event.
Fees Control Account (Debtors) Accurately bill and collect i :
» Student Fee Ledger, Bursary & tuition and other fees from ?fecs"?f,";"é‘p‘é‘é}ﬁ‘fgggsg I‘:ng]
Scholarship Records. students/parents. J
Catering & Tuck Shop Control A/c. Monitor profitability and Reconciling daily tuck shop
« Cafeteria Sales Ledger, Food manage cash flow for sales against cash deposits
SCHOOL Supplier Ledger. auxiliary services. and supplier payments.

Examples of integration of control accounts in non-profit organisations. Table 3.4: Case studies of
control accounts in non-profit organisations

Pilot questions 3.4
1. How do control accounts support non-profit organisations?
2. Why is accurate reporting important for stakeholders in non-profits?
3. Give an example of a control account used in a charity.
4. How does a school integrate control accounts into its financial records?

5. Whatrole do control accounts play in building donor confidence?

Series Summary

This Series has explored the accounting practices of hon-profit organisations and the role of
control accounts in ensuring accuracy and transparency. We began by examining the nature of
non-profit organisations and their specialised accounts, including receipts and payments, income
and expenditure, and balance sheets. We then moved on to control accounts, focusing on their
meaning, types, and reconciliation. Following that, we considered their applications in business,
such as error detection, internal checks, and financial management. Finally, we integrated these
concepts, showing how non-profit organisations can also benefit from control accounts to
strengthen accountability and stakeholder trust.

By completing this Series, you should now be able to prepare accounts for non-profit
organisations, construct and reconcile control accounts, analyse their role in error detection and
internal checks, and evaluate their integration for accurate reporting. These abilities align with the
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Series Learning Outcomes (SLOs), equipping you with practical skills for both non-profit and
business accounting contexts.

Glossary of Terms
o Balance sheet: A statement showing assets, liabilities, and capital fund at a given date.
e Capital fund: Represents accumulated surpluses in a non-profit organisation.
¢ Control account: A summary account consolidating transactions from subsidiary ledgers.

¢ Creditors control account: Summarises transactions with suppliers, including purchases
and payments.

¢ Debtors control account: Summarises transactions with customers or members,
including sales and receipts.

o Income and expenditure account: An accrual-based account showing revenue and
expenses, resulting in surplus or deficit.

o Non-profit organisation: An entity establishedto serve members or society rather than
generate profit.

o Receipts and payments account: A cash-based summary of inflows and outflows during a
period.

o Reconciliation: The process of comparing control account balances with subsidiary
ledgers to detect errors.

o Subsidiary ledger: Detailed records of individual accounts, such as debtors or creditors.
Concept Check Questions [Series 3]
Objective questions

1. Areceipts and payments accountis similarto a book but presented in a simplified
format. (Linked to SLO 3.2)

2. /The capitalfund in a non-profit organisation represents accumulated . (Linked to SLO
3.3)
3. The debtors control account summarises transactions with . (Linked to SLO 3.5)

Short-answer questions
4: Define a non-profit organisation and state its key characteristics. (Linked to SLO 3.1)
5. Explain the purpose of reconciling control accounts. (Linked to SLO 3.6)

Long-answer questions

-

o)
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Analyse the role of control accounts in detecting errors and supporting internal checks.
(Linked to SLO 3.7)

o Basic response: Describe how control accounts highlight discrepancies and
provide independent verification.

o Value-added response: Discuss how they strengthen internal controls, reduce fraud
risk, and enhance accountability.

Evaluate the integration of non-profit and control accounts for stakeholderreporting.
(Linked to SLO 3.8)

o Basic response: Explain how control accounts support transparency in.non-profit
organisations.

o Value-added response: Provide examples of how charities, clubs;and schools use
control accounts to build donor confidence and ensure compliance.

Answers to Concept Check Questions [Series 3]

1.

2.

Cash
Surpluses
Customers (or members)

A non-profit organisation is an entity established to serve members or society rather than
generate profit. Key characteristics include absence of profit motive, reliance on donations
or subscriptions, and accountability to stakeholders.

Reconciling control accounts ensures that balances match subsidiary ledgers, helping
detect errors and maintain accuracy.

Basic response: Control accounts highlight discrepancies and provide independent
verification. Value-added response: They strengthen internal controls, reduce fraud risk,
and enhance accountability by separating duties and ensuring reliable records.

Basic response: Control accounts support transparency in non-profit organisations by
ensuring accurate reporting. Value-added response: Charities use creditors control
accountsto monitor liabilities, clubs track subscriptions through debtors control accounts,
and schools manage unpaid fees, all of which build donor confidence and ensure
compliance.

Answers to Pilot Questions [Series 3]

Part 3.1

1.
2.

-

o)
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An entity established to serve society rather than make profit.

Absence of profit motive, reliance on donations, accountability to members.



3. To summarise cash inflows and outflows.

4. Receipts and payments account is cash-based, while income and expenditure account is
accrual-based.

5. Accumulated surpluses.
Part 3.2
1. A summary account consolidating transactions from subsidiary ledgers.
2. Debtors control account and creditors control account.
3. Theyensure accuracy and detect errors.
4. Credit sales recorded in debtors control account.
5. To compare balances with subsidiary ledgers and detect.discrepancies.
Part 3.3
1. By comparing balances with subsidiary ledgers.
2. They provide independent verification and reduce fraud risk.
3. Using debtors control account to estimate cash inflows.
4. Bysummarising amounts owed-and receivable.
5. By strengthening internal checks andtransparency.
Part 3.4
1. They help track subscriptions, fees, and liabilities.
2. It builds trust and ensures compliance.
3. Creditors control account to monitor supplier payments.
4. By usingdebtors control account to track unpaid fees.
5. By ensuring funds are properly recorded and reported.
References and Attributions [Series 3]
e Suggested OER sources for diagrams and tables:
o “Non profit organisation funds flow diagram OER”
o “Receipts and payments account example OER table”
o “Receipts vs income and expenditure account OER”
o “Non profit organisation balance sheet diagram OER”
P
LS
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o “Control accounts subsidiary ledgers diagram OER”
o “Debtors creditors control accounts examples OER table”
o “Reconciliation of control accounts OER”
o “Controlaccounts error detection OER diagram”
o “Internal checks control accounts OER table”
o “Practical uses control accounts OER”
o “Integration non profit control accounts OER diagram”
o “Case studies control accounts non profit OER table”
e Al prompt suggestions used for illustrations:
o Diagrams of funds flow, balance sheets, and control accountlinkages.

o Tables showing receipts and payments, debtors and creditors entries, and case
studies.

o Boxes summarising differences, reconciliation steps, and importance of accurate
reporting.

e Attribution style: Institutional referencing, consistent with APA guidelines for educational
resources.

Series 4: Departmental and Consighment Accounts
Series outline
e [ Part4.1: Departmental Accounts
o Nature and purpose of departmental accounts
o. Allocation and apportionment of expenses
o Preparation of departmental trading and profit and loss accounts
e Part4.2: Consignment Accounts
o Meaning and features of consignment

o Distinction between consignment and sale

-
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o Accounting treatment in the books of consignor and consignee
¢ Part4.3: Valuation and Treatment of Consignment Transactions
o Valuation of unsold stock on consignment
o Treatment of normal and abnormal losses
o Recording commission and expenses of consignee
e Part4.4: Integration of Departmental and Consignment Accounts
o Linkage between departmental performance and consignment results
o Importance of accurate reporting for managerial decisions

o Case studies and practical applications

Introduction

Departmental and consignment accounts are vital in understanding how businesses manage
performance across different units and how goods are transferred under special arrangements.
Departmental accounts help managers assess the profitability of each department by allocating
and apportioning expenses, while consighment accounts deal with goods sent to agents for sale,
ensuring proper recording of consignor and consignee transactions. Together, these accounts
provide insights into efficiency, accountability, and decision-making.

The aim of this Series is to equip you with the knowledge and skills to prepare departmental
accounts, handle consignment transactions, and integrate both systems for effective financial
reporting.

We shall commence this Series by examining departmental accounts, focusing on their nature,
purpose, and preparation. Next, we will move on to consignment accounts, exploring their
meaning, features; and distinctions from sales. Following that, we will study valuation and
treatment of consignment transactions, including unsold stock, losses, and commissions. Finally,
we will conclude with the integration of departmental and consignment accounts, highlighting their
importance for managerial decisions and practical applications.

Series Learning Outcomes

Upon completing this Series, you should be able to:
e SLO 4.1 describe the nature and purpose of departmental accounts,
e SLO 4.2 allocate and apportion expenses across departments,

e SLO 4.3 prepare departmental trading and profit and loss accounts,

-
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e SLO 4.4 explain the meaning and features of consignment accounts,

e SLO 4.5 distinguish between consignment and sale,

e SLO4.6record transactions in the books of consignor and consignee,

e SLO 4.7 value unsold stock and treat normal and abnormal losses in consignment,
e SLO 4.8 account for commission and expenses of consignee, and

e SLO 4.9 evaluate the integration of departmental and consignment accounts for
managerial decision-making.

4.1 Departmental Accounts
4.1.1 Nature and purpose of departmental accounts

Departmental accounts are prepared by businesses that operate multiple departments (e.g.,
clothing, electronics, groceries) to measure the performance of each unit separately. The purpose
is to identify profitable departments, control costs, and make informed managerial decisions.

Key features include separate recording of revenues and expenses for each department, allocation
of common expenses, and preparation of departmental trading and profit and loss accounts.

Fillin the blank: Departmental accounts help managers identify
costs.

departments and control

3 N

INTEGRATED DEPARTMENTAL ACCOUNTS:
HOW DEPARTMENTS CONTRIBUTE TO OVERALL BUSINESS ACCOUNTS

BUSINESS ENTITY:
OVERALL ACCOUNTS
(GENERAL LEDGER)

~ HUMAN RESOURCES
(HR) DEPT.

AGGREGATION & ALLOCATION AGGREGATION & ALLOCATION

SALES & PRODUCTION &
MARKETING DEPT. OPERATIONS DEPT.

o L=

RESEARCH & ADMINISTRATION &
DEVELOPMENT (R&D) IT DEPT.

1/ : @

00

« ] L < B ( ) A Q B [}
REVENUE  MARKETING COSTOF  DIRECT MANUFACTURING| |  SALARIES TRAINING R&D INNOVATION RENT & OFFICE T
(SALES) EXPENSE Gﬂ(ﬂt?oscz?w LABOR  OVERHEAD | & WAGES EXPENSE EXPENSE cosT UTILITIES ~ SUPPLIES  IT COST

A

Vs

KEY TAKEAWAY: )
INTEGRATED ACCOUNTING
« Centralized Financial Reporting

« Departmental Performance
Evaluation

« Accurate Cost Allocation

> DEPARTMENTAL o « Informed Strategic
e 4 ke Mok J
L OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING PRINCIPLES - www.oer-accounting.org (@xolel )

Diagram showing different departments contributing to overall business accounts. Figure 4.1:
Structure of departmental accounts
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4.1.2 Allocation and apportionment of expenses

Expenses must be fairly distributed among departments. Allocation refers to assigning expenses
directly to a department (e.g., wages of staff working in a specific department). Apportionment

refers to dividing common expenses among departments using a suitable basis (e.g., rent
apportioned by floor area, electricity by meter readings).

This ensures that each department bears its fair share of costs, making profitability analysis

accurate.

Fillin the blank: Rent is usually apportioned among departments based on

area.

EXAMPLES OF ALLOCATION AND APPORTIONMENT OF EXPENSES AMONG DEPARTMENTS

EXPENSE ITEM

BASIS OF
APPORTIONMENT

Number of Employees per Dept

ILLUSTRATIVE
CALCULATION / RATIONALE

Direct personnel cost per dept.

ALLOCATED TO
(DIRECT)

Direct: Sales Dept.,
Production Dept.

APPORTIONED TO
(INDIRECT)

Admin Dept., HR Dept.

Floor Area Occupied (sq. ft.)

Space usage

All departments

All departments (e.qg.,
Sales: 40%, Prod: 50%)

O)ax POWER &
LIGHTING

Meter Reading / Wattage of
Equipment

Energy consumption per dept.

All departments

All departments (e.g.,

aied: 1% Ralein. 'k

... DEPRECIATION

Q ;53] OF MACHINERY

Value of Machinery per Dept

Asset usage per dept.

Direct: Production Dept.

%’f% CANTEEN

SUBSIDIES

Number of Employees per Dept

Employee welfare cost

All departments

INSURANCE ON
STOCK

Value of Stock Held per Dept.

Risk exposure

Direct: Production Dept. (for raw materials),
Sales Dept. (for finished goods).

¢BA
éq ADVERTISING

Sales Revenue per Dept. /
Specific Media Spend

Benefit received

Direct: Sales Dept.

OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING PRINCIPLES FOR DEPARTMENTAL ACCOUNTS - [URL / Source]

Examples of allocation and apportionment bases. Table 4.1: Allocation and apportionment of

expenses

4.1.3 Preparation of departmental trading and profit and loss accounts

Departmental trading and profit and loss accounts show the revenue, expenses, and profit of each

department. The trading account records sales, purchases, and gross profit, while the profit and
loss account includes expenses and net profit.

Forexample, if the clothing department records sales of #500,000 and cost of goods sold of
#300,000, its gross profit is #200,000. After deducting apportioned expenses, the net profit is

determined.

Fillin the blank: The trading account records sales, purchases, and profit.
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| SUMMARY OF STEPS: PREPARING DEPARTMENTAL TRADING & P&L ACCOUNTS |

1. DETERMINE DEPARTMENTS: Clearly identify and define the separate departments for which
accounts are to be prepared (e.g., Department A, Department B).
E 2. GATHER DATA: Collect all necessary financial data, including departmental sales, purchases,
opening and closing stock, and direct expenses.
3. ALLOCATE DIRECT EXPENSES: Directly assign expenses that are specific and traceable to each
¥ individual department (e.g., departmental wages, materials).
Q% 4. APPORTION COMMON EXPENSES: Distribute common expenses (e.g., rent, lighting, insurance)
among departments using an equitable basis (e.g., floor area, number of employees).
== 5.PREPARE TRADING ACCOUNT: Create separate Trading Accounts for each department to
—"_ calculate the Gross Profit.
6.PREPARE P&L ACCOUNT: Create separate Profit and Loss Accounts for each department,
transferring the Gross Profit and adding other revenues to calculate the Net Profit for each.
» 7.PREPARE GENERAL P&L: Optionally, prepare a consolidated General Profit and Loss Account to
%@ show the overall net profit of the entire business by summing the departmental net profits and
deducting any unallocated general expenses.

Source: Adapted from Open Educational Resources (OER) - Accounting Principles - www.oer-accounting.org

Box 4.1: Steps in preparing departmental accounts Summary of procedures including recording
revenues, allocating expenses, apportioning common costs, and calculating departmental profit.

Pilot questions 4.1
1. What are departmental accounts?
2. Why are departmental accounts important for managers?
3. Whatis the difference between allocation and apportionment of expenses?
4. Give an example of an expense that can be apportioned among departments.

5. What does the trading account record in departmental accounts?

4.2 Consignment/Accounts
4.2.1 Meaning and features of consignment

A consignmentisan arrangement where goods are sent by the owner (consignor) to an agent
(consignee) to sell on their behalf. The ownership of goods remains with the consignor until they
are sold. The consignee earns a commission for their services.

Key features include:
e (Goods are sent by consignor to consignee.
¢ Ownership remains with consignor until sale.

e Consignee sells goods and earns commission.
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¢ Unsold goods are returned or valued as closing stock.

Fillin the blank: In a consignment, ownership of goods remains with the until sale.

f/

CONSIGNMENT ARRANGEMENT:
GOODS FLOW, SALES, AND CASH FLOW

PHASE 1: CONSIGNOR SENDS GOODS TO CONSIGNEE

1 2. GOODS SENT ON CONSIGNMENT 4 CONSIGNEE (AGENT
(OWNER/PRINCIPAL) > =] (INVENTORY REMAINS CONSIGNOR'S) (e.g.,aretgiler) )
| (eg.amanufacturer) | N Do |

PHASE 2: CONSIGNEE SELLS GOODS TO CUSTOMERS
& 3. CUSTOMER PURCHASES GOODS

@ CONBIGNOR © 4.G0OODS SOLD & TITLEPASSESTOCUSTOMER ____————

RISK OF LOSS REMAINS WITH
CONSIGNOR UNTIL SOLD

PHASE 3: CASH FLOW & REPORTING BACK TO CONSIGNOR
@ 5. SALES PROCEEDS COLLECTED

7. PERIODIC SALES REPORT
& ACCOUNT SALES

€ 6. NET PROCEEDS
(SALES - COMMISSION & EXPENSES) REMITTED OO OMMISSION AND.
REIMBURSED EXPENSES

|

J

Q OPEN EDUCATIONAL RESOURCE (OER) - Accounting Principles - www.oer-accounting.org (505

"

Diagram showing consignor, consignee, and flow of goods and cash. Figure 4.2: Structure of a
consignment arrangement

4.2.2 Distinction between consignment and sale
Consignment differs from a normal sale in several ways:

¢ |nasale, ownership transfers immediately to the buyer; in consignment, ownership
remains with consignor.

¢ Inasale, the buyerbears risk of goods; in consignment, consignor bears risk until goods are

sold.

¢ In asale, profit belongs to seller; in consignment, consignee earns commission while
consignor receives profit.

Fillin the blank:Ina sale, ownership of goods transfers immediately to the
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COMPARISON: CONSIGNMENT

E@ CONSIGNMENT

« Consignor retains ownership
until sold by consignee.

S FEATURE / ASPECT &

1L OWNERSHIP.(TITLE) <%
0F.600DS =

2. RISKIOELOSSIOR
DAMAGE

3HRISKIOEOBSOLESCENCEY
UNSOLDIGO0DS

» Consignor bears the risk while
goods are with consignee.

« Consignor bears the risk;
goods can be returned.

= Consignor makes profit on
final sale price minus
commission and expenses.

4" PROEIT:DETERMINATION

 Goods can be returned to

9. RETURN ROLICY consignor if unsold.

« Consignee pays consignor
only after goods are sold.

6. PAYMENT TERMS &5

« Goods remain in Consignor's
inventory; Consignee records
no inventory.

/JACCOUNTING
TREATMENT,

SALE

. Buer (Retailer) acquires
ownership immediately upon
purchase.

* Buyer bears the risk after
purchase.

* Buyer bears the risk; goods
cannot be returned (usually).

* Buyer (Retailer) makes profit
on marked-up resale price
minus purchase cost.

* Goods generally cannot be
returned (unless defective).

« Buyer pays seller according to
agreed terms (e.g., net 30).

» Goods enter Buyer's
inventory; Seller records a
sale.

EXPLANATION - CONSIGNMENT

= Consignee is an agent.
« Buyer becomes the new owner.

= Ownership dictates risk.
» Risk transfers with title.

« Consignor’s inventory.
* Buyer's inventory.

« Consignor controls final
price, pays agent. Buyer
controls resale.

* Goods are returnable
inventory.

« Payment tied to sales event.

« Inventory does not change
hands.

EXPLANATION = SALE

« Consignee is an agent.
= Buyer becomes the new owner.

» Ownership dictates risk.
* Risk transfers with title.

» Consignor’s inventory.
* Buyer's inventory.

« Consignor controls fia price,
Buyer controls resale price,
keeps margin.

« Goods are returnable
= Goods are final sale.

« Payment tied to purchase
date.

* Inventory does not change
hands.

. Invemorx is purchased and
recorded.

OPEN EDUCATIONAL RESOURCE (OER) - Accounting Principles - www.oer-accounting.org

Comparison between consignment and sale. Table 4.2: Distinction between consignment and sale

4.2.3 Accounting treatment in the books of consignor and consignee

In the consignor’s books, goods sent on consignment are recorded, expenses incurred are
debited, and sales proceeds are credited. Commission payable to consignee is also recorded.

In the consignee’s books, expenses incurred on behalf of consignor are debited, and commission
earned is credited. The consighee does not treat goods as their own asset since ownership remains
with consignor.

Fillin the blank: In the consignee’s books, commission earned is recorded as a
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SUMMARY: ACCOUNTING ENTRIES IN CONSIGNOR'S & CONSIGNEE'S BOOKS

CONSIGNOR'S BOOKS (Principal) CONSIGNEE'S BOOKS (Agent)

1 Sendli)n _(tio%ds: ) o " 1 geceiving Goods:
ebit: Consignment Accoun G
Credit: Goodg on Consignment Account = No entry (Memorandum record only).
2. Consignor's Expenses: 2. Consignee’s Expenses:
=3 Debit: Consignment Account — Debit: Consignor's Personal Account
© Credit: Cash/Bank Account @bl Credit: Cash/Bank Account
3. Consignee’s Expenses (reimbursable): )
Debit: Consignment Account 3. Sales by Consignee:
Credit: Consignee's Personal Account Debit: Cash/Bank / Debtors Account

4. Sales bg.ConS| nee: Credit: Consignor's Personal Account
Debit: onsignee's Personal Account
Credit:  Consignment Account 4. Earning Commission:

5. Consignee's Commission: Debit: Consignor's Personal Account
Debit: Consignment Account Credit: Commission Earned Account
Credit:  Consignee's Personal Account

6. Closing Stock (on consignment): 5. Advance Payment (remittance):

Debit: Stock on Consignment Account Debit: Consignor's Personal Account
Credit:  Consignment Account Credit: Cash/Bank / Bills Payable Account

7. Profit/Loss on Consignment:

Debit/Credit: Consignment Account 6. Final Settlement (Cash remitted):
Credit/Debit: Profit & Loss Account Debit: Consignor's Personal Account

8. Final Settlement (Cash received): Credit: Cash/Bank Account
Debit: Cash/Bank Account
Credit: Consignee's Personal Account

Source: Adapted from Open Educational Resources (OER) - Accounting Principles

Box 4.2: Accounting entries in consignment accounts Summary of entries in consignor’s and
consignee’s books.

Pilot questions 4.2
1. Whatis a consignment?
2. Who retains ownership of goods in a consignment?
3. How does consignment differ from a normal sale?
4. Whatisrecorded inthe consignee’s books when commission is earned?

5. Why does the consignee nottreat goods as their own asset?

4.3 Valuation And Treatment Of Consignment Transactions
4.3.1 Valuation of unsold stock on consignment

At the end of an ‘accounting period, unsold goods remaining with the consignee must be valued and
shown as elosing stock in the consignor’s books. The valuation is usually done at cost plus
proportionate expenses incurred by the consignor (e.g., freight, insurance). Consignee’s
expenses are generally excluded unless they are non-recurring (e.g., unloading charges).

Fillin the blank: Unsold stock on consignment is valued at cost plus proportionate
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VALUATION OF UNSOLD STOCK ON CONSIGNMENT:
COST PLUS PROPORTIONATE CONSIGNOR'S EXPENSES

R GOODS SOLD
EE [ e.q., 800 units J
TOTAL GOODS - SALES PROCEEDS
SENT ON v
CONSIGNMENT [ UNSOLD STOCK :> C. FINAL VALUATION
< eg, 200 units ) OF UNSOLD STOCK
660 (A+B)
—_— i A DETERMINE COST B. ADD PROPORTIONATE —
$1 00,000 geeal OF UNSOLD UNITS E CONSIGNOR'S EXPENSES
’ 222 (200 units * Cost per Unit) [Non -recurring expenses) $21 '200
v %nly expenses |ncudrred upto ttf]e p%mt where goods react; (Total Value)
[ l the consignee's godown (e.g., freight, insurance in transit
20,000 r
$ (Cost) are included. Selling expenses are excluded. PRINCIPLE: Unsold stock is valued at the h
(Total Consignor's Expenses ) lower of cost or net realizable value, including
T Total Units Sent___ Unsold Units all costs necessary to bring the inventory to
its present location and condition.

(Total Freight $5000 + Total Insurance $1000
1000 units

= $1,200 (Proportionate Expenses)

* 200 units

@) OPEN EDUCATIONAL RESOURCE (0ER) (§ &
- ACCOUNTING PRINCIPLES

\

https:; ational resource (OER) - ACCOUNTING PRINCIPLES

Diagram showing valuation of unsold stock with consignor’s expenses included. Figure 4.3:
Valuation of unsold stock on consignment

4.3.2 Treatment of normal and abnormal losses
Losses may occur in consignment transactions:

¢ Normalloss: Unavoidable loss due toinherent nature of goods (e.g., evaporation, leakage).
Itis absorbed into the cost of remaining goods.

e Abnormalloss: Avoidable or accidental loss (e.g., fire, theft). It is separately recorded and
charged to.the profit and loss account. If insured, compensation received is credited.

Fillin the blank: Normal loss is absorbed into the cost of goods.
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COMPARISON OF NORMAL VS. ABNORMAL LOSSES IN
CONSIGNMENT & THEIR ACCOUNTING TREATMENT

pa—
( FEATURE / =] NORMAL ABNORMAL =1L ACCOUNTING QVALUATION )
ASPECT toss 7 Loss A |/ EXAMPLES | [T TreaTment (<6 METHOD
Loss inherent to the nature of goods; Loss due to negligence, accident, or unforeseen
1. NATURE & DEFINITION unavoidable despite care. circumstances; avoidable.
2. ANTICIPATION Expected; often estimated as a percentage Unexpected; not anticipated.

of goods sent.

3. CAUSE Evaporation, leakage, shrinkage, or natural Fire, theft, accident in transit, or consignee's
: decay. negligence.

4. CONTROLLABILITY Uncontrollable (under normal conditions). O Controllable (to an extent).
[
r/
Ee

5. IMPACT ON COST PER Increases the cost per unit of the remaining Does NOT affect the cost per unit of the

UNIT good units. remaining good units.

6. ACCOUNTING TREATMENT | No separate account; the cost is absorbed by Debited to a separate "Abnormal Loss Account”
(WHERE DEBITED) the good units. then transferred to the Consignor’s P&L Account.

7. INSURANCE CLAIM o : : o > e
ELIGIBILITY Generally not eligible for insurance claims. May be eligible for insurance claims (if insured).

Valued at cost price only, proportionately = Valued at cost + proportionate expenses incurred
8. VALUATION spread over good units. E@‘ by consignor and consignee up to the point of loss.
. J

Source: Adapted from Open Educational Resources (OER) - Accounting Principles

Examples of normal and abnormal losses in consignment. Table 4.3: Treatment of losses in
consignment accounts

4.3.3 Recording commission and expenses of consighee

The consighee earns a commission for selling goods, which is recorded as an expense in the
consignor’s books. Commission may/be:

e Ordinary commission: A percentage of sales.
¢ Del-credere commission: Extra commission for bearing the risk of bad debts.

Consignee’s expenses'(e.g., advertising, storage) are also debited to the consignment account in
the consignor’s books.

Fillin the blank: Del-credere commission is given to consignee for bearing the risk of debts.
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SUMMARY: CONSIGNMENT COMMISSION TYPES & EXPENSE TREATMENT

TYPES OF COMMISSION TREATMENT OF CONSIGNEE'S EXPENSES
(Consignor’s expense) (Consignor’s expense)

ORDINARY COMMISSION: =1, NON-RECURRING EXPENSES (Direct Expenses):
+ Based on a fixed percentage of total sales. » Incurred to bring the goods to the consignee's place of
« Compensates the consignee for selling the goods. business in a saleable condition.
* Consignee does NOT bear the risk of bad debts. « Examples: Freight, Cartage, Insurance in Transit, Octroi
@ DEL CREDERE COMMISSION: Duty, Dock Dues.
* An extra commission granted to the consignee. » Treatment: Added to the value of the consignment stock
« In consideration for guaranteeing the collection of (Closing Stock) and debited to the Consignment Account.
sales proceeds. .
« Consignee BEARS the risk of bad debts arising from RECURRING EXPENSES (Indirect Expenses):
credit sales. Incurred AFTER the goods reach the consignee's
2 godown.
_?AVER?DING COMMISS.QOIN' e seleasthidh » Examples: Godown Rent, Insurance of Stock, Selling
s8 pr[i]cixs 4 COmMISSIONPAKS 0. PIOMONE 50163 AL LY Expenses, Advertising, Salaries of Salesmen.
« Or to introduce a new product in the market. * Treatment: NOT added to the value of the consignment
« Calculated on the excess of actual sales price over the stock. Debited directly to the Consignment Account as a
invoice price or a fixed price. ) period cost. )
L Source: Adapted from Open Educational Resources (OER) - Accounting Principles )

Box 4.3: Commission and expenses in consignment accounts Summary of types of commission
and treatment of consignee’s expenses.

Pilot questions 4.3
1. Howis unsold stock on consignment valued?
2. Whatis the difference between normaland abnormal loss?
3. Give an example of a hormal loss in consignment.
4. Whatis del-credere commission?

5. How are consignee’s expenses treated in the consignor’s books?

4.4 Integration Of Departmental And Consighment Accounts
4.4.1 Linkage between departmental performance and consignment results

Businesses often operate multiple departments while also sending goods on consignment.
Integrating these accounts allows managers to see how departmental performance interacts with
consignment outcomes. For example, a textile company may have a clothing department and also
send fabrics on consignment to agents abroad. Departmental accounts show internal profitability,
while consighnment accounts reveal external sales performance.

Fill in the blank: Integration of departmental and consignment accounts helps managers assess
both internal and performance.
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INTEGRATION OF DEPARTMENTAL ACCOUNTS & CONSIGNMENT ACCOUNTS
FOR OVERALL BUSINESS PERFORMANCE

feoe)

- ( % 1. PRIMARY DEPARTMENTAL OPERATIONS

DEPARTMENT A DEPARTMENT B
(INTERNAL PRODUCTION) (CONSIGNMENT INWARDS)

g_ DEPARTMENT A DEPT A DEPT B LEWNELY  CONSIGNMENT
=@ TRADING ACCOUNT NET PROFIT TRADING ACCOUNT I s[sh i3 OUTWARDS ACCOUNT
DEPT B CONSIGNMENT DEF’T B
> NET PROFIT PROFIT NET PROFIT

{ AGGREGATE BUSINESS PERFORMANCE

TRADING ACCOUNT

ACCOUNTING FLOW

| US| , DEPT B
(COMBINED INCOME STATEMENT) NET PROFIT
W TOTAL RETURN ON <

NET INVESTMENT ;O
( PROFIT /Aﬁl[ (ROl =
[ KEY PERFORMANCE INDICATORS (KPIs) J

DEPT A
NET PROFIT

<

FOR OVERALL BUSINESS SUCCESS

OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING PRINCIPLES

Diagram showing linkage between departmental accounts and consignment accounts. Figure 4.4:
Integration of departmental and consignmentaccounts

4.4.2 Importance of accurate reporting for managerial decisions

Accurate reporting is essential for managers to make informed decisions. Departmental accounts
highlight which units are profitable, while consignment accounts show the success of goods sold

through agents. Together, they provide a holistic view of business performance, guiding decisions
on resource allocation, expansion, and pricing strategies.

Fillin the blank: Accurate reporting in departmental and consignment accounts supports informed
decisions.
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IMPORTANCE: INTEGRATING DEPARTMENTAL & CONSIGNMENT
ACCOUNTS FOR MANAGERIAL DECISIONS

« ENHANCED PROFITABILITY ANALYSIS:
* Provides a true picture of profitability by accurately allocating costs and
revenues between internal departments and external consignment activities,
enabling better assessment of performance.

e IMPROVED RESOURCE ALLOCATION:
» Helps management identify the most and least profitable product lines or
sales channels (internal vs. consignment), allowing for strategic resource
reallocation to high-return areas.

¢+ INFORMED PRICING STRATEGIES:

Y\ e Facilitates data-driven pricing decisions for goods sold on consignment,
considering both the cost of production and the additional costs
(commission, freight)associated with the arrangement.

“2 e STREAMLINED STOCK MANAGEMENT:

w7~ e« Ensures better control over inventory levels by integratinfg data on stock held
internally and stock with consignees, reducing the risk of stockouts or
overstocking.

OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING PRINCIPLES

Box 4.4: Importance of integration for managerial decisions Summary of benefits such as resource
allocation, expansion planning, and pricing strategies.

4.4.3 Case studies and practical applications
Practical examples illustrate integration:

e Aretail chain uses departmental accounts to measure in-store performance and
consignment accounts to track goods sent to franchise outlets.

¢ A manufacturing company prepares departmental accounts for production units and
consignment accounts for goods shipped to overseas agents.

¢ Apharmaceutical firm integrates departmental accounts for research and sales with
consignment accounts for drugs distributed through agents.

Fillin the blank: Amanufacturing company may use consignment accounts to track goods shipped
to agents.

-
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EXAMPLES OF INTEGRATION: DEPARTMENTAL & CONSIGNMENT ACCOUNTS ACROSS INDUSTRIES

INDUSTRY DEPARTMENTAL CONSIGNMENT INTEGRATION POINT
SECTOR STRUCTURE ARRANGEMENT (how they link) 2L, S0y
9 o . ~ o
. g ith Watches placed on consignment in the Fashion
i i i Transfer of consignment stock to the Dlﬂ;  sales are ?ocessed through the main register, and
= fhff Electronics Dept | High-end designer watches | giecyonics Dept. for display and sale. ﬂ 4he commission & racked I  lnked sutsdiryledger
E LLJ ¢ i i @ Local author's books displayed in the Book Dept.;
Local author's self- Conmﬁnment sales revenue is credited monthly sales report generated to calculale royaities
RETAIL Book Dept ; to the Book Dept., and a liability is 10 the auth i I oof
published books recorded to the consignor. o cgns,eg,?;‘e:{';:;’#? DI Sl ol by
o . Direct allocation of consignment | /2 Robotic ams sent by a vendor on consignment, when
0 : Specialized robotic : f a unitis used on Assembly Line A, the cost is debited
o Assembly Line A P components stock usage to specific production ﬂ {0 the Departmental Mam’}muﬁnq Accourtand
departments. credited to the Consignor's Liabillty Account.
A i i ™ Industrial paint supplied on consignment; physical
; High-performance Tracking wastage and shrinkage of count at month-end in the Paint Sﬁup reveals usage
MANUFACTURING Paint Sh°p industrial paint °°"S'9r'1‘"‘,e“F paint within the Paint “ variance, which is charged as an expense to the =
Shop's inventory records department.
ot , Netl liotiact Integration of drug administration | & i oscn Prarmsey ahes smmigedtos
Inpatient Pharmacy tented'd data (from patient records) with ﬁ‘ patient, the usage is recorded in the patient's chart
” % PAICAEUCTUS consignment inventory usage and cally reduces the consi
& i “ inventory balance.
s 5 = ! .
PHARMACEUTICAL iseardiiiah Sensitive diagnostic Monitoring the maintenance costs of scanner on ¢ in the R&D

equipment

consignment equipment against
departmental R&D budgets

Lah? vendor-provided maintenance service is an
expense charged to the Lab's operating budget

Examples of integration in different industries. Table 4.4: Case studies of integration of
departmental and consignment accounts

Pilot questions 4.4
1.

2.

Series Summary

How does integration support managerial decision-making?

Give an example of integration in a retail business.

What role does integration.play in resource allocation?

Why is it important to integrate departmental and consignment accounts?

How can manufacturing companies benefit from consignment accounts?

This Series has examined departmental accounts and consighment accounts, two important
areas of financial accounting. We began with departmental accounts, focusing on their nature,
purpose, allocation and apportionment of expenses, and preparation of departmental trading and
profitand loss accounts. We then moved to consighment accounts, exploring their meaning,
features, and distinctions from sales, as well as the accounting treatment in the books of
consignor and consignee. Following that, we studied valuation and treatment of consignment
transactions, including unsold stock, normal and abnormal losses, and commission. Finally, we
integrated departmental and consignment accounts, highlighting their combined importance for
managerial decision-making and practical applications.

By completing this Series, you should now be able to prepare departmental accounts, handle
consignment transactions, value unsold stock, treat losses, record commission, and evaluate
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integration for holistic reporting. These abilities align with the Series Learning Outcomes (SLOs),
equipping you with practical and analytical skills for business accounting.

Glossary of Terms
¢ Allocation: Assigning expenses directly to a department.
¢ Apportionment: Dividing common expenses among departments using a suitable basis.

¢ Consignment: Arrangement where goods are sent by consignor to consignee for sale, with
ownership retained by consignor.

e Consignee: Agent who sells goods on behalf of consignor and earns.commission.
e Consignor: Owner of goods who sends them on consignment.

¢ Departmental accounts: Accounts prepared to measure performance of.individual
departments.

¢ Del-credere commission: Extra commission given to consignee for bearing risk of bad
debts.

o Normalloss: Unavoidable loss due to inherent nature of goods.
e Abnormalloss: Avoidable or accidental loss, separately recorded in accounts.
¢ Trading account: Account showing sales; purchases, and gross profit.
Concept Check Questions [Series 4]
Objective questions

1. Departmental accounts help managers identify departments. (Linked to SLO 4.1)

2. Rentis usually apportioned among departmentsbasedon___ area. (Linked to SLO 4.2)
3. Inaconsignment, ownership of goods remainswiththe __ . (Linked to SLO 4.4)
Short-answer questions
4., Distinguish between allocation and apportionment of expenses. (Linked to SLO 4.2)
5. Explain the difference between consignment and sale. (Linked to SLO 4.5)
Long-answer questions

6./ Analyse the treatment of normal and abnormal losses in consignment accounts. (Linked to
SLO 4.7)

o Basicresponse: Define normal and abnormal losses and explain their accounting
treatment.

-
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o Value-added response: Provide examples and discuss how losses affect valuation
of stock and profitability.

7. Evaluate the integration of departmental and consignment accounts for managerial
decisions. (Linked to SLO 4.9)

o Basic response: Explain how integration provides a holistic view of performance.

o Value-added response: Provide case studies showing how integration supports
resource allocation and expansion planning.

Answers to Concept Check Questions [Series 4]
1. Profitable
2. Floor
3. Consignor

4. Allocation assigns expenses directly to a department, while apportionment divides
common expenses among departments usinga suitable basis.

5. In asale, ownership transfers immediately to the buyer, while in consignment ownership
remains with consignor until goods are sold.

6. Basic response: Normal loss is absorbed into cost of remaining goods, while abnormal loss
is separately recorded and may be compensated if insured. Value-added response:
Examples include evaporation (normal).and fire damage (abnormal). Normal loss increases
cost per unit, while abnormal loss reduces profit directly.

7. Basicresponse: Integration provides a holistic view of departmental and consignment
performance. Value-added response: Retail chains use departmental accounts for in-store
performance and consignment accounts for franchise outlets, supporting decisions on
expansionand pricing.

Answers to Pilot Questions [Series 4]
Part 4.1
1. Accounts prepared to measure performance of individual departments.
2. Toidentify profitable departments and control costs.
3. Allocation assigns directly, apportionment divides common costs.
4. Rentapportioned by floor area.
5. Sales, purchases, and gross profit.

Part4.2

-
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1. Arrangement where goods are sent to an agent for sale.

2. Consignor.

3. Ownership, risk, and profit distribution differ.

4. Asincome.

5. Because ownership remains with consignor.
Part4.3

1. Atcost plus proportionate consignor’s expenses.

2. Normalloss is unavoidable, abnormal loss is avoidable.

3. Evaporation of liquid goods.

4. Extra commission for bearing risk of bad debts.

5. Debited to consignment account in consignor’s books.
Part4.4

1. To assess both internal and external performance.

2. It supports resource allocation and expansion planning.

3. Retail chains use departmental accounts for stores and consignment accounts for
franchise outlets.

4. Bytracking goods shipped to overseas agents.
5. By providing a holistic view of profitability.
References and Attributions [Series 4]

o Suggested OER sources for diagrams and tables:
o " “Departmental accounts business structure diagram OER”
o »“Allocation apportionment expenses departmental accounts OER table”
o “Preparation departmental accounts OER”
o “Consignment arrangement consignor consignee diagram OER”
o “Consignmentyvs sale OER table”
o “Consignment accounting entries consignor consignee OER”
o “Valuation of unsold stock consignment OER diagram”
o “Normalvs abnormal loss consignment OER table”

-
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o “Consignment commission consignee expenses OER”
o “Integration departmental consignment accounts OER diagram”
o “Case studies integration departmental consignment accounts OER table”
e Al prompt suggestions used for illustrations:
o Diagrams of departmental structures, consignment arrangements, and integration.

o Tables comparing consignment vs sale, allocation vs apportionment, and case
studies.

o Boxes summarising preparation steps, commission types,and managerial
importance.

e Attribution style: Institutional referencing, consistent with APA guidelines for educational
resources.

Series 5: Royalty and Trade Analysis
Series Outline
e Part5.1: Royalty Accounts
o Meaning and features of royalty agreements
o Parties involved (lessor and lessee)
o Types of royalties (minimum rent, short workings, recoupment)
o | Accounting treatment in the books of lessor and lessee
e [ Part5.2: Trade Analysis
o Meaning and importance of trade analysis
o. Tools of trade analysis (comparative statements, trend analysis, ratio analysis)
o Applications in evaluating business performance
e Part5.3: Integration of Royalty and Trade Analysis
o Linkage between royalty accounting and trade analysis

o Role in managerial decision-making

-
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o Case studies and practical applications

Introduction

Royalty and trade analysis are two significant aspects of accounting that deal with contractual
payments and performance evaluation. Royalty accounts arise when one party (lessee) pays
another (lessor) for the right to use assets such as land, patents, or copyrights. These accounts
involve concepts like minimum rent, short workings, and recoupment. On the other hand, trade
analysis focuses on evaluating business performance using tools such as comparative
statements, trend analysis, and ratio analysis. Together, they provide a comprehensive
understanding of contractual obligations and business efficiency.

The aim of this Series is to equip you with the knowledge and skills to prepare royalty accounts,
apply trade analysis techniques, and integrate both for effective managerialdecision-making.

We shall commence this Series by examining royalty accounts, including their meaning, features,
and accounting treatment. Next, we will move on to trade analysis, exploring its tools and
applications. Finally, we will conclude with the integration of royalty and trade analysis, highlighting
their importance for holistic reporting and practical case studies.

Series Learning Outcomes
Upon completing this Series, you should be able to:
e SLO 5.1 explain the meaning and features of royalty agreements,
o SLO 5.2 identify the parties involved.in royalty transactions (lessor and lessee),

o SLO 5.3 describetypes of royalties such as minimum rent, short workings, and
recoupment,

e SLO 5.4 record royalty transactions in the books of lessor and lessee,
e SLO 5.5 define trade analysis and explain its importance,

e | SLO 5.6 apply tools of trade analysis such as comparative statements, trend analysis, and
ratio analysis,

e SLO 5.7 evaluate business performance using trade analysis techniques, and

e | SLO 5.8 integrate royalty accounts and trade analysis for managerial decision-making with
practical examples.

5.1 Royalty Accounts

5.1.1 Meaning and features of royalty agreements

-
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Aroyalty agreement is a contractual arrangement where one party (lessee) pays another (lessor)
for the right to use assets such as land, patents, or copyrights. Payments are usually based on
output, sales, or usage.

Key features include:
e Periodic payments based on production or sales.
¢ |Involvement of two parties: lessor (owner) and lessee (user).
e Mayinclude minimum rent clauses to protect the lessor.
e Adjustments for short workings and recoupment.

Fillin the blank: A royalty agreement involves two parties — the lessor and the

( ~N )

f ROYALTY AGREEMENT:
LESSOR & LESSEE RIGHTS, PAYMENTS, AND ASSET FLOW

LESSOR

3 1. LESSOR GRANTS LICENSE / RIGHTS TO USE LESSEE
(OWNER / GRANTOR) I

(e.g., Patent, Brand, Software) (USER / GRANTEE)

2. ASSET / REVENUE GENERATED BY LESSEE  /
(e.g., Product Sales, IP Exploitation) Al

- OWNS IP RIGHTS - WISHES TO USE IP

(e.g, patent, trademark, - OPERATES / PRODUCES
copyright, resource)

- GRANTS RIGHTS TO
USE KEY: The Royalty Agreement is a contractual arrangement

where the Lessee compensates the Lessor for the right
\_ J to use the Lessor's assets or IP. \_ )
OPEN EDUCATIONAL RESOURCE (OER) - Accounting & Finance Principles - www.oer-accounting.org
o J
J

\
Diagram showing lessor, lessee, and flow of royalties. Figure 5.1: Structure of a royalty agreement

5.1.2 Parties involved in royalty transactions
o Lessor: The owner of the asset (e.g., landowner, patent holder).
e Lessee: The party using the asset and paying royalties.

The lessor earns income from royalties, while the lessee incurs royalty expense as part of operating
costs:

Fill in the blank: The party using the asset and paying royalties is called the
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EXAMPLES OF LESSOR AND LESSEE RELATIONSHIPS IN ROYALTY AGREEMENTS

INDUSTRY /

CONTEXT

LESSOR
(OWNER)

Author

LESSEE
(USER / GRANTEE)

Publishing House

ASSET /
RIGHT GRANTED

Copyright /
Publishing Rights

BASIS OF ROYALTY
(EXAMPLE)

Percentage of Book Sales
(e.g., 10% of net)

Mineral Rights /

Tonnage of Ore Extracted

MINING Landowner / Government Mining Company Sl (e.q., S5 per ton) or % of
%\ Extraction Rights Mineral Vala
ﬁ FRANCHISE Fdichisor Fanchisee Brand Name, System, | Percentage of Gross Sales

& Trademarks

(e.g., 6% of monthly sales)

Film Producer /

Cinema Exhibitor

Right to Exhibit Film

Percentage of Box Office Receipts

& MusIC

Music Publisher

Record Label

Distributor (e.g., 40% of ticket sales)
- — ; Per User / Seat
(] SOFTWARE / Software Developer / Corporate End-User / License to Use (e.9., $100 per user per year)
&==, TECHNOLOGY Licensor Company Proprietary Software or% of Revenue
Songwriter / Recording Artist / Right to Reproduce and |Per Stream or Digital Download

Perform Music

(e.g., $0.005 per stream)

OPEN EDUCATIONAL RESOURCE (OER) - Royalty & Accounting Principles - www.oer-accounting.org ——————————

Examples of lessor and lessee relationships. Table 5.1: Parties in royalty transactions

5.1.3 Types of royalties

¢ Minimum rent: Guaranteed payment to lessor, even if royalties based on output are lower.

e Short workings: The difference between minimum rent and actual royalty.

¢ Recoupment: Recovery of short workings in future years when royalties exceed minimum

rent.

Fillin the blank: The difference between minimum rent and actual royalty is called
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SUMMARY OF ROYALTY AGREEMENT CONCEPTS:
MINIMUM RENT, SHORT WORKINGS, & RECOUPMENT

MINIMUM RENT (DEAD RENT):

Definition: A fixed, guaranteed minimum amount payable by the lessee to the lessor per period,
regardless of actual production or sales.

Purpose: Ensures a basic income for the lessor and motivates the lessee to start production.
Rule: The lessee pays the higher of (Actual Royalty) or (Minimum Rent).

SHORT WORKINGS (REDEEMABLE ROYALTY):

Definition: The excess of Minimum Rent over Actual Royalty when Actual Royalty is lower. It is the
amount ‘short’ of the minimum.

Nature: It represents a recoverable amount for the lessee.

Recording: Treated as an asset (Recoverable Short Workings) in the lessee’s books.

RECOUPMENT OF SHORT WORKINGS:

Definition: The right of the lesse to set off (recover) past short workings against future excess
royalties (Actual Royalty > Minimum Rent).

Condition: Recoupment is usually allowed only within a specific, agreed-upon period (e.g., first 3
years of the lease).

Unrecovered Amount: Any short workings not recouped within the allowed period are
transferred to the P&L Account as a loss.

OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING PRINCIPLES

Box 5.1: Types of royalties explained Summary of minimum rent, short workings, and recoupment.
5.1.4 Accounting treatment in the books of lessor and lessee

¢ Inthe lessor’s books: Royalty income.is credited, short workings are recorded, and
recoupment is adjusted.

¢ Inthe lessee’s books: Royalty expense is debited, minimum rent is recorded, and
adjustments for short workings are made.

Fillin the blank: In the lessor’s books, royaltyincome is recorded as a

-
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ACCOUNTING ENTRIES FOR ROYALTY TRANSACTIONS: LESSEE'S & LESSOR'S BOOKS

. STEP 1: ROYALTY DUE (Minimum Rent or Actual) N STEP 1: ROYALTY EARNED (Minimum Rent or Actual)
L Debit: Royalty Account ) Debit: Lessee's Personal Account
T Debit: Short Workings Account (if any) 95_-; Credit: Royalty Income Account )

r : Credit: Lessor's Personal Account Credit: Short Workings Suspense Account (if any,
STEP 2: PAYMENT TO LESSOR
.y Debit: Lessor's Personal Account
Credit: Bank Account

STEP 3: RECOUPMENT OF SHORT WORKINGS (if appllcabie)
@ Debit: Lessor's Personal Account
Credrt Short Worklngs Account

STEP 2: RECEIPT Fkad LESSEE
[Debit: Bank Account J

Credit: Lessee's Personal Account

N 4
STEP 3: LESSOR'S AGREEMENT TO RECOUPMENT

Debit: Short Workings Suspense Account
Credit: Lessee's Personal Account

4
STEP 4: TRANSFER TO P&L A/C STEP 4: TRANSFER TO P&L A/C
Deblt. Profit & Loss Account ) Deblt. Royalty Income Account
Credit: Royalty Account i

Credit: Profit & Loss Account

TRANSACTION FLOW

J

FINAL ENTRY: SHORT WORKINGS CARRIED FORWARD (if any) FINAL ENTRY: UNRECOUPED SHORT WORKINGS CANCELLED
) < / D .
ebit: Short Workings Suspense Account
‘ Assetin Halanca Sheet J Credit: Profit & Loss Account
KEY: Accounting for royalties ensures accurate income recognition for the lessor and expense recording for the lessee. J
OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING PRINCIPLES & APPLICATIONS - www.oer-accounting.org

Flowchart showing accounting entries in lessor’s and lessee’s books. Figure 5.2: Accounting
treatment of royalties

Pilot questions 5.1
1. Whatis aroyalty agreement?
2. Who are the two parties involved in royalty transactions?
3. Whatis minimum rentin royalty accounts?
4. Define short workings.

5. How isroyalty income recorded in the lessor’s books?

5.2 Trade Analysis
5.2.1 Meaning and importance of trade analysis

Trade analysis refers to the systematic evaluation of a business’s trading activities to assess
performance, efficiency, and profitability. It involves examining sales, purchases, expenses, and
overalltrends to provide insights for managerial decision-making.

Importance includes:
¢ Identifying growth patterns and weaknesses.
e Comparing performance across periods.

e Supporting pricing and expansion strategies.
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e Enhancing accountability and transparency.

Fillin the blank: Trade analysis helps managers identify growth patterns and

~

TRADE AINALYSIS PROCESS:
DATA COLLECTION, EVALUATION, & DECISION-MAKING

PHASE 1: DATA COLLECTION

y@ (& E=

PHASE 2: PHASE 3:
EVALUATION DECISION-MAKING

Q T DECISION GATE
e
S Il LJ

KEY PERFORMANCE INDICATORS (KPIs)
FOR ONGOING MONITORING

OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING PRINCIPLES & TRADE ANALYSIS

Diagram showing flow of trade analysis: data collection > evaluation > decision-making. Figure 5.3:
Flow of trade analysis

5.2.2 Tools of trade analysis
The main tools include:
o Comparative statements: Comparing financial data across two or more periods.
¢ Trend analysis: Studying percentage changes over time to identify growth or decline.

o Ratio analysis: Using ratios (e.g., gross profit ratio, current ratio) to evaluate efficiency and
financial health.

Fill in the blank: Studying percentage changes over time to identify growth or decline is called
analysis.

- st
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TOOLS OF TRADE ANALYSIS:

COMPARATIVE STATEMENTS, TREND ANALYSIS, & RATIO ANALYSIS

(.

ILLUSTRATIVE EXAMPLE
ANALYSIS TOOL ‘ DESCRIPTION & PURPOSE METHODOLOGY / FOCUS’ T BLTICAT bATL)
S COMPARATIVE | Presents financial data for two | To evaluate performance | Horizontal analysis; calculate Vear1 | Year2 m" % Change
%—g or more periods to identify and financial position absolute and percentage | [sales $100,000 | $120,000 | +§20,000 | +20%
STATEMENTS changes. changes over time. change between periods | fyr T 000 1 515,000 | 495000 | 450%
TREND Compares financial data over a | To observe patterns, Index analysis; express all Vear1(Base), Year2 | Year3
m ANALYSIS long period (3+ years) usinga | direction of growth, and | data as a percentage of | | Sales Index W | W | 130
base year. long-term performance | the base year OGS Index 100 0 125
ey o Current Assets
. | Expresses the relationshi To assess the ability to i ot P
E%TJ%?TNYALYSB' be?vrveen two financial : meet short-term‘ t ?ealgcu'a:frzgfg;gf“os Current Liabilities ~ o
_ 7 Bl q., % et
staiement items obligations $2.00 of current assets for every $1.00 of
o Ak Net Income
m RATIO ANALYSIS: z‘)e;::;:t:ah:air?ir:g:?zlgt?\?éllttg To evaluate overall Calculate specific ratios $15,000 / m =0.1250r 12.5%
PROFITABILITY : efficiency and success (e.g., Net Profit Margin) ]
revenue, assets, or equity 4 12.5% of every sales dollar is net income
. = Total Liabilities
RATIO ANALYSIS: | Analyzes the long-term financial | T de}ermme thg at?"'ty 10 | Galculate specific ratios | $100,000 / 600000
SOLVENCY stability and leverage ?ﬁga:’igg‘s‘erm ebt (e.0., Debt to Equity Ratio §200,000

$0.50 of debt for every $1.00 of equity

\——————— OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING & FINANCIAL STATEMENT ANALYSIS ——/

Examples of trade analysis tools and their applications. Table 5.2: Tools of trade analysis

5.2.3 Applications in evaluating business performance

Trade analysis is applied to evaluate profitability, liquidity, and efficiency. For example:

o Comparative statements show whether sales increased or decreased compared to last

year.

e Trend analysis highlights long-term growth patterns.

¢ Ratio analysis reveals strengths and weaknesses in financial structure.

Fillin the blank: Ratio analysis helpsevaluate the

health of a business.
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APPLICATIONS OF TRADE ANALYSIS IN
EVALUATING BUSINESS PERFORMANCE

PERFORMANCE BENCHMARKING:
Compares a company's key trade metrics (e.g., sales, margins, inventory turnover) against
industry averages and competitors to identify strengths and weaknesses.

PROFITABILITY ANALYSIS:
Evaluates the contribution of different product lines, customer segments, or sales channels to
overall profitability by analyzing trade margins and costs.

INVENTORY MANAGEMENT EFFICIENCY: Assesses how effectively a company manages
its stock by analyzing inventory turnover ratios, days sales of inventory (DSI), and stockout rates.

MARKET SHARE EVALUATION:
Determines the company's position in the market by analyzing sales volume relative to the
total market size, revealing growth opportunities or threats.

CREDIT RISK ASSESSMENT:
Uses trade analysis (payment history, accounts receivable turnover) to evaluate the
creditworthiness of customers and suppliers, informing credit policies and risk management.

D vt B

w
&
e
©

3

du B

OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING & FINANCE PRINCIPLES

Box 5.2: Applications of trade analysis Summary of applications such as profitability evaluation,
liquidity assessment, and efficiency measurement.

Pilot questions 5.2
1. Whatis trade analysis?
2. Why is trade analysis important for managers?
3. Name three tools of tradeanalysis.
4. What does trend analysis study?

5. How does ratio analysis helpin evaluating business performance?

5.3 Integration of Royalty and Trade Analysis
5.3.1 Linkage between royalty accounting and trade analysis

Royalty accounts and trade analysis complement each other. Royalty accounts ensure accurate
recording of contractual payments between lessor and lessee, while trade analysis evaluates
overall business performance. Integrating both provides a complete picture: businesses can track
obligations under royalty agreements while simultaneously assessing profitability and efficiency.

Fillin the blank: Integration of royalty and trade analysis helps businesses track contractual
obligations and overall
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INTEGRATION OF ROYALTY ACCOUNTS & TRADE ANALYSIS
FOR OVERALL BUSINESS PERFORMANCE

STAGE 3: OVERALL BUSINESS
PERFORMANCE EVALUATION

STAGE 1: ROYALTY ACCOUNTING STAGE 2: FINANCIAL DATA

(LESSEE/LICENSEE) INTEGRATION & ANALYSIS
— =] INTEGRATED BUSINESS
_E]AGREEMENT EF— FINANCIAL E PERFORMANCE
~® DATA =IEE  SYSTEM |III DASHBOARD

—— —— e
R [ OVERALLNETPROFIT |
ROYALTY EXPENSE ALLOCATION

MINIMUM H ACTUAL ] (to specific products or departments) | [RETURN ON INVESTMENT (ROI) BY Iﬂ

ROYALTY

RENT ROYALTY
| PAYABLE ACCRUED

[ COST OF SALES IMPACT

T\t

PRODUCT LINE PROFITABILITY ]

ADILVYLS 2 SINIWIFNOV 3dNLNd
34nLnd ¥04 4001 %Ivaa3id

PROFIT MARGIN CASH FLOW MANAGEMENT
‘ CALCULATION (ROYALTIES)

( TRADE PAYABLES ] - STRATEGIC
SHORT WORKINGS @ & =4
{ RECOUPED J ‘ pNaLYeIS [ A% pecision MAKINGO@ )]

(ROYALTIES)

- J J - L.BJ

LESSEE: User of [P IP: Intellectual Property (Patent, Trademark, Copyright) ~ OER: Open Educational Resource e

J/

Diagram showing royalty accounts feeding into trade analysis for holistic reporting. Figure 5.4:
Integration of royalty and trade analysis

5.3.2 Role in managerial decision-making

Managers rely on both royalty accounts and trade analysis to make informed decisions. Royalty
accounts highlight fixed obligations such as minimum rent and recoupment, while trade analysis
shows whether the business can sustain these obligations through profitability and liquidity.
Together, they guide decisions.on expansion, pricing, and resource allocation.

Fillin the blank: Royalty accounts highlight fixed obligations, while trade analysis shows
sustainability.
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IMPORTANCE: INTEGRATION OF ROYALTY & TRADE
ANALYSIS FOR MANAGERIAL DECISIONS

ENHANCED ROYALTY AGREEMENT MANAGEMENT:

» Supports Decisions: Provides accurate data on royalty obligations and performance,
enabling better negotiation of license agreements, tracking of compliance, and
calculation of variable payments.

IMPROVED PROFITABILITY ANALYSIS:
« Supports Decisions: Integrates royalty expenses directly with trade revenues, allowing

for precise calculation of product-line and customer profitability, considering the
true cost of intellectual property.

INFORMED PRICING & SALES STRATEGY:

« Supports Decisions: Helps management understand the impact of royalty structures on
product costs, facilitating data-driven decisions on pricing, discounting, and sales
promotions for licensed goods.

OPTIMIZED INVENTORY & SUPPLY CHAIN:

« Supports Decisions: Links sales velocity (trade analysis) with royalty liability (royalty
analysis), ensuring better inventory planning, reducing overstocking of royalty-bearing
items, and managing supply chain costs.

OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING & FINANCE PRINCIPLES

Box 5.3: Importance of integration for managerial decisions Summary of benefits such as resource
allocation, expansion planning, and pricing strategies.

5.3.3 Case studies and practical applications
Practical examples illustrate integration:

¢ Apublishing company uses royalty accounts to track payments to authors and trade
analysis to evaluate profitability. of book sales.

¢ A mining company records royalties paid to landowners and applies trade analysis to
assess efficiency of operations.

¢ A music label manages royalties to artists while using trade analysis to measure sales
trends and profitability.

Fillin the blank: Apublishing company uses royalty accounts to track payments to
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EXAMPLES OF INTEGRATION: ROYALTY & TRADE ANALYSIS ACROSS INDUSTRIES

ROYALTY AGREEMENT TRADE ANALYSIS ILLUSTRATIVE EXAMPLE /
INDUSTRY SECTOR STRUCTURE INTEGRATION PoINT | METHODOLOGY & DATAFLOW CASE STUDY

Author receives 10% of net sales
on hardcover, 7% on paperback

Linking Point of Sale (POS) dat
with the royalty sub- Iedger

Monthly sales report from retail
partners is imported into the accounting
system; royalty expense is calculated
automatically based on sales volume

“Anew novel's Q1 sales of 5,000 copies
(hardcover) and 12,000 copies (paperback?
are processed, the ro{arty payable is |mmed|ate y
reflected in the publisher's trade accounts.”

Sales data is accumulated to reduce

PUBLISHING Advance against royalties, with | Monitoring sales velocity the advance balance; royalty b»;u(t)go; s gz{r?eogglgg}/argg:llvi fsutlLyE:re?ﬁg{:ed
15% royalty rate on all sales against the unearned advance | statements show 'advance
il ; recoupment’ and ‘payment due' status netroyalty payment of $5,500."

s [iee et e D R e Lot fe ot o s
tonr;age;ase(ti rdo)yany (eg. 5250 ?'ofuc"ﬂ" reco:?s with with the payment due to the calculated as $250,000 and recorded as a
perton exiracte ax/royatty reporting government authority trade payable.”

: . Integration of assay results, | The value of minerals sold (net of | “Smelter settlement sheet for $TM of gold;
MINING Private landowner receives a 5% sme?ter senlementysheets specific costs) is calqulaleg from | royalty payable to landowner is $50,000,
Net Smelter Return (NSR) and royalty calculation y smelter data, and 5% is allocated as | verified against production and sales
yaly royalty. records.”
Songwriter receives a 9.1 cent inkina diaital distributor” Sales reports from platforms like | "1 million streams of a song generate
statgtory rate per mechanical ls-ar;els ?egogrt: tgltsI:el ok Spotify and Apple Music are parsed | $91,000in 'L‘e“"a"lf - rﬁoyames ther’data
£ﬂ stream/download in the US publisher's royalty system ;‘;Sﬁg&“ units; statutory rate is gcg:)‘il‘«;ftsse 1o credit the songwriters
; ; Aligning physical and digital | Data on units shipped/sold is “Global album sales of 100,000 units
MUSIC Recording artist gets 15% of gross shi%me?nps K,ith artist ro?alty sourced from distribution deals and | (physical + digital) trigger a royalty

PPD (Published Price to Dealer)

calculations

applied to the artist's contract rate.

calculation based on the PPD, integrated

into the artist's periodic statement.”

\

OPEN EDUCATIONAL RESOURCE (OER) - ACCOUNTING & ROYALTY PRINCIPLES
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Examples of integration in different industries. Table 5.3: Case studies of integration of royalty and
trade analysis

Pilot questions 5.3

Series Summary

1.

2.

Why is it important to integrate royalty accounts with trade analysis?

How does integration support managerial decision-making?

Give an example of integration in a publishing company.

How can mining companies benefit from integrating royalty and trade analysis?

What role does integration play in expansion planning?

This Series explored royalty accounts and trade analysis, two essential areas of accounting that
combine contractual obligations with performance evaluation. We began with royalty accounts,
covering their meaning, features, parties involved, types (minimum rent, short workings,
recoupment), and accounting treatment in the books of lessor and lessee. Next, we examined
trade analysis, focusing on its meaning, importance, tools (comparative statements, trend
analysis, ratio analysis), and applications in evaluating business performance. Finally, we
integrated royalty accounts and trade analysis, showing how they complement each otherin
managerial decision-making and practical case studies across industries.

By completing this Series, you should now be able to prepare royalty accounts, apply trade analysis
techniques, and integrate both for holistic reporting and decision-making.

-
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Glossary of Terms
¢ Royalty agreement: Contract where lessee pays lessor for use of assets.
e Lessor: Owner of the asset receiving royalties.
o Lessee: User of the asset paying royalties.
¢ Minimum rent: Guaranteed payment to lessor regardless of output.
e Short workings: Difference between minimum rent and actual royalty.
¢ Recoupment: Recovery of short workings in future years.
e Trade analysis: Evaluation of trading activities to assess performance.
¢ Comparative statements: Tool comparing financial data across periods.
o Trend analysis: Studying percentage changes over time.
o Ratio analysis: Using ratios to evaluate profitability, liquidity, and efficiency.
Concept Check Questions [Series 5]

Objective questions

1. Aroyalty agreement involves two parties: the lessorand the . (Linked to SLO 5.1)
2. The difference between minimum rent and actual royalty is called . (Linked to SLO
5.3)

3. Studying percentage changes over.time to identify growth or decline is called
analysis. (Linked to SLO 5.6)

Short-answer questions
4. Distinguish between lessor and lessee in royalty accounts. (Linked to SLO 5.2)
5. Explain theimportance of trade analysis for managers. (Linked to SLO 5.5)
Long-answer questions
6. Analyse the types of royalties and their accounting treatment. (Linked to SLO 5.3 & 5.4)
o. Basic response: Define minimum rent, short workings, and recoupment.

o Value-added response: Explain how each is treated in the books of lessor and
lessee with examples.

7. Evaluate the integration of royalty accounts and trade analysis for managerial decisions.
(Linked to SLO 5.8)

-
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o Basic response: Explain how integration provides a holistic view of obligations and
performance.

o Value-added response: Provide case studies showing integration in publishing,
mining, and music industries.

Answers to Concept Check Questions [Series 5]
1. Lessee
2. Shortworkings
3. Trend
4. Lessoristhe owner of the asset receiving royalties, while lessee isithe user paying royalties.

5. Trade analysis helps managers identify growth patterns, weaknesses, and make informed
decisions.

6. Basic response: Minimum rent ensures guaranteed payment, short workings represent
deficits, and recoupment allows recovery in future years. Value-added response: In the
lessor’s books, royalty income is credited and short workings tracked; in the lessee’s
books, royalty expense is debited and adjustments made.

7. Basic response: Integration provides aholistic view of contractual obligations and business
performance. Value-added response: Publishing companies track author royalties while
analysing book sales; mining firms record landowner royalties while evaluating efficiency;
music labels manage artist royalties alongside sales trends.

Answers to Pilot Questions [Series 5]
Part 5.1
1. Acontractual arrangement for asset use.
2. Lessorand lessee.
3. _Guaranteed payment to lessor.
4. Difference between minimum rent and actual royalty.
5. Asincome.
Part5.2
1. Systematic evaluation of trading activities.
2. Toidentify growth patterns and weaknesses.
3. Comparative statements, trend analysis, ratio analysis.
4. Percentage changes over time.

-
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5. By evaluating profitability, liquidity, and efficiency.
Part5.3

1. Totrack obligations and performance together.

2. It supports resource allocation and expansion planning.

3. Bytracking payments to authors and analysing book sales.

4. Byrecording royalties to landowners and assessing efficiency.

5. By providing a holistic view of sustainability.

References and Attributions [Series 5]

e Suggested OER sources for diagrams and tables:
o “royalty agreement lessor lessee diagram OER”
o “examples lessor lessee royalty OER table”
o “types of royalties minimum rent short workings OER”
o “royalty accounting entries lessorlessee OER diagram”
o “trade analysis process diagram OER”
o “tools of trade analysis comparative trend ratio OER table”
o “applications of trade analysis OER”
o “integration royalty trade analysis OER diagram”
o “casestudies integration royalty trade analysis OER table”

e Al prompt suggestions used for illustrations:
o | Diagrams of royalty agreements, accounting entries, and integration.
o Tables comparing lessor vs lessee, tools of trade analysis, and case studies.

o  Boxes summarising types of royalties, applications of trade analysis, and
managerial importance.

e Attribution style: Institutional referencing, consistent with APA guidelines for educational
resources.
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