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Code Letter : ACO2

This set of |ectures contains:-

LECTURE 1 : Hire-Purchase Accounts.

LECTURE 2 : Lease Accounts.

TEST ACO02.

NOTE: The test on this set of lectures is bound in at the
back of the book.
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HI RE- PURCHASE ACCOUNTS.

DEFI NI TI ON OF HI RE- PURCHASE

When paynents are spread over a period, charges for interest wll
be included. Each paynent, nmade at regular intervals, is usually of
equal anount. In each paynent, however, is included an anount For

i nterest and anot her anmount (the bal ance) which operates as a reduction
of the debt owing for the ordinary selling price of the article. It
is this apportionment which sonmetines give rise to difficulty.
cases the hire purchase selling price is quoted as the normal se
price plus interest at a certain rate, but sonetines a special
price is quoted. In the latter case

re Purchase

he article

(1) The Seller; and

(2) The Buyer.
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Second Met hod:

VWen the Hire Purchase Agreenent is signed ---

Credit Supplier ) with cash purchase price of

Debit Asset Alc ) the asset.

As the instalnents are paid ---

Credit Cash ) with the anount of each

Debit Supplier ) instal nent paid.

Credit Supplier ) with interest on bal ance

Debit Interest (or ) outstanding at beginning of

Hre) Alc ) each period.

Third Met hod:

When Hire Purchase Agreenent is signed ---

Debit Asset A/c with cash purchase price of asset.
Debit Interest Suspense A/lc with the total anount
payabl e in respect of

i nterest.

Credit Supplier with total amount payabl e including

i nterest.

VWhen instal nents paid ---

Debit Supplier ) with full anpunt of each

Credit Cash ) instal nent.

At end of each financial year, or at shorter periods if
necessary ---

Debit Profit and Loss Account ) with interest on the
Credit Interest Suspense A/c ) outstandi ng bal ance of
the Cash price due to

the supplier.

Thi s method has the advantage of showing all the rel evant
transactions in the books, and although it is sonetines argued
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that the buyer does not beconme the owner until the |ost

instalment is paid, and, consequently, the entries should

only be nade as each instalnment is paid, it nmust be borne

in mnd that the buyer is responsible for the asset purchased

once it has been delivered to him and he nust |ook after it,

as though it is his own.

If either the second or third method is adopted, the bal ance on

the Supplier’'s A/c (a credit) should be deducted fromthe book val ue
of the asset when the Bal ance Sheet is prepared, and shown as "Assets
on Hire Purchase Agreenent". (See illustration later in this lecture).
Depreciation on the Full cash price of the asset MJUST be all owed

for in each method.

EXAMPLE

A Gold M ning Conpany purchases nachinery on the hire purchase
system An initial deposit of R600 is to be paid and 5 yearly

i nstal ments of the sane anmobunt are payable at the end of each year
Interest of 5% p.a. is to be charged on the yearly bal ances.

You are to show the accounts in the books of the buyer, and to
provide for depreciation at the rate of 10% p. o.

Di scussi on

Where we are not aetually told the cash selling price of the

articles purchased we nust find it out. We would do so in this case
by consulting Annuity Tables (in exam nations you will always be given
either the cash value or an extract fromtables fromwhich you can
work it out).

Qur First step then is to find the present value of annuity of

R600 payable for 5 years (at the egg of each year) reckoning interest
at 5% p.0. Annuity Tables show that the present value of an annuity
of Rl payable for 5 years (at the end of each year) with interest at
5% p.0. is R4,329477. Qur annuity is worth 600 tines as much, i.e.

R2 597, 6862.

It is inmportant to note the interval between the paynents -

nonthly, quarterly or yearly, etc. - and also when the first instal nent
falls due. R1 which Falls due 6 nobnths ahead is worth nore than R
which falls due in twelve nonths’' tinme.
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To R2 597,69 we add the deposit of R600 (since as this is paid
at once, its present value is the sane as its face value), thus giving
R3 197,69 as the cash value of the machinery.
FI RST METHOD: BOOKS OF BUYER
JOURNAL

1990

Jun. 1

Machi nery (on H- P.) Alc Dr.

To Machi nery Co.

bei ng deposit on nmachi nery pur-
chased under hire-purchose
agreenment dated this day.

1990

Dec. 31

Machi nery Alc Dr.

Machinery Hre Alc Dr.

(5% on R2597, 69 the outstandi ng
bal ance at end of first year)
To Machi nery Co.

being first instal nent, etc.
1991

Dec. 31

Machinery A/c Dr.

Machinery Hre Alc (5% on
R2597, 69 - R470, 12)

To Machi nery Co.

493 62

106 38

600 00

bei ng second instal nent, etc.
1992

Dec. 31

Machi nery Alc Dr.

Machinery Hre Alc (5% on
R1633, 95)

To Machi nery Co.

518 30

81 70

600 00

being third instal nent, etc.
1993

Dec. 31

Machi nery AC3 Dr.

Machinery Hre Alc (5% on

R 115,65) Dr.

To Machi nery Co.

544 22

55 78

600 00

being fourth instal ment, etc.
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JOURNAL $CONTI NUED2.
Rc Rc
1994
Dec. 31 Machinery Alc Dr. 571 43
Machinery Hre Alc (5% on
R571, 43) Dr. 28 57
To Machi nery Co. 600 00
being fifth and final instal nent,
etc.
|
The interest charges are heavy in the early years when nost of
the purchase price is unpaid, but become |ess as paynents are made.
The capital value of the instal ment correspondi ngly increased.
MACHI NERY gON HI RE- PURCHASEZ ACCOUNT.
1990 Rc 1990 1 R, ¢
Jan. 1 Machinery Co. 600 00 Dec. 31 Dep’'n (10% 3
Dec. 31 do. 470 12 on R3 197,69); 319! 77
Bal ance c/d . 750 35
R1L 070 1R1 070 , 12
u----T::-
1990 1991 1 1
Dec. 31 Balance b/f 750 35 Dec. 31 Dep’'n (10%
1991 on R2 877,92) 287 79
Dec. 31 Machinery Co. 493 62 Bal ance c/d
Rl 243
1991 1992
Dec. 31 Bal ance b/f 956 18 Dec. 31 Dep’'n (10%
1992 on R2 590, 13)
Dec. 31 Machinery Co. 518 30 Bal ance c/d
.R1 474
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MACH NERY ON HI RE- PURCHASE ACCOUNT. CONTI NUED) .
19921 R c

Dec.$ 31 Balance b/f 1 215 47

19933

Dec. 31 Machinery Co. 544 22

31 Dep’'n (10%

on R2331,12) 233 11

Bal ance c/d 1 526 58

Rl 759 69 Rl 759 69

1993

Dec. 31 Balance b/f 1 526 58 Dep’'n (10%

1994 on R2098, 01) 209 80

Dec. 31 Machinery Co. 571 43 Bal ance c/d | 888 21
R2 098 01 R2 098 01

1994

Dec. 31 Balance b/f | 888 21

MACHI NERY HI RE ACCOUNT.

Wéhi nery Co. . Ilncone Stat.
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Thi s accbunt shows the yearly interest charge.
MACH NERY COVPANY

Machi nery

Sundri es

Do you understand the first nethod of re
cording O Hire-

Purchase in the buyer’s books?

SECOND METHOD

MACHI NERY ON HI RE- PURCHASE ACCOUNT.

Jon. 1 Machinery Co.
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MACHI NERY ON HI RE- PURCHASE ACCOUNT CONTI NUED .
1990 R ¢

Dec. 2 877 92 Dep’'n

Bal ance

R2 877 92

1991

Dec. 2 590 13 . Dep’'n

Bal ance

R2 590 13

1992

Dec. Bal ance 2 331 12 Dep’'n

Bal ance

R2 331 12

1993

Dec. 2 098 01

1994

Dec. Bal ance

NOTE: The final bal ance brought down is the sone as under the
first nmethod when 011 the instal nents have been paid.
MACHI NERY COWVPANY

R c

Jun. Cash - Mach. Alc

deposit 600 00 Interest

Dec. do. 600 00

Bal ance c/d 2 127 57

R3 327
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MACHI NERY COVPANY CONTI NUED.

600 00 . Bal ance b/f
| 633 96

| nt erest

600 00 . Bal ance

1 115 65

. Interest

R1 715

Cash 600 00 . Bal ance b/f
Bal ance 571 43

. Interest

R1L 171

Bal ance b/ f

I nt er est

The I nterest Account is exoctl

y the sone as the Machinery Hire

Account under the first nethod.

To fix in your mind this second nethod of

recording a
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THI RD METHOD:

MACHI NERY ON HI RE- PURCHASE ACCOUNT.
R c

Jon. Machinery Co. 3 197 69 . 31 Depreciation E
Bal ance c/d

R3 a

1990

Dec. Bal ance 2 877 92 Depreciation
Bal ance c/d

1991

Dec. 2 590 13 . Depreciation

Bal ance c/d

1992

Dec. Balance 2 331 12 . Depreciation
Bal ance c/d

R2 331

1993

Dec. Bal ance 2 098 01 . Depreciation
Bal ance c/d

1994

Dec. Bal ance 1 888 21

NOTE: This Account is the sone as under the Second Method.
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Cash -

Deposi t

Bal ance

MACHI NERY COMPANY.
Mach. Al/c

I nt erest Sus-
pense A/ :

Bal ance

Bal ance

Bal ance
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| NTEREST SUSPENSE ACCOUNT.
1990

Jan. Mach. CO. Inconme Stat.
Bal ance c/d

hor-iz

38

I

1

1990

Dec. Bal ance . Incone Stat.
Bal ance c/d

Hi s?

1991

Dec. 1 Income Stat. 81

Bal ance c/d 84

R166

1992

Dec. Bal ance I ncone Stat.

Bal ance c/d

1998

Dac. Bul ancn I ncone Stat.

Ila!

At Slut Docunber, 1992, the Machinery woul d appear in the Bal ance
Sheet : -

Mochi nery at cout (purchauod under Hire
Purchouo Agreenent) R3 197, 69

Lou: Aggregate Depreciation to date 866157
R2 331, 12

Lol I Bal ance ow ng under agreenent

R1 200, 00

Lola Interest not accrued 84:35 1 115.65
Rl 215, 47



HI RE- PURCHASE ACCOUNTS. PAGE 13.

The figure of Rl 215,47 is, of course, the sane as that arrived

at under the First nmethod. Note how t he bal ance owi ng under the
agreenment is deducted fromthe value of the asset, and not included
with other creditors. This nust be shown in the manner indicated for
until the full amount of the instal ments have been paid, the erogertx
in the machi nery has not passed. The hire-purchaser is sonetinmes said
to have an "equity" in the subject of the agreenent and Rl 215, 47
neasures the value of the equity. It is only permssible to showthis
figure as an asset because the hire-purchaser intends to carry out the
contract and pay all the instalments as they becone due. If this is
not his intention, if he only regards the contract as one of hire and
does not intend to purchase the machinery, all instalments will be
debited to I ncone Statement. This may occasionally happen, for

there are certain classes of articles that cannot be hired in the nornma
way, and a hire-purchase agreenent nmay be the only way for a person who
wi shes to use the articles, without purchasing them Al ways, of course,
the instal ment under a hire-purchase agreenent will be greater than a
normal "hire only" charge.

The second or third method is nmuch to be preferred to the first,
because

(1) it is conplete, and

(2) it is easier when conputing depreciation

Before continuing with this lecture, revise the text

to this point. Make sure that you Fully understand

all three nethods of recording a Hre-Purchase in the

buyer"s books.

Pay particular attention to the presentation of the

Hi re-Purchase Asset in the Bal ance Sheet.

| SELLER S BOOKS

Here there are three nethods in general use.

FI RST METHOD:

This nmethod is used when the hire-purchase transactions are on a

| arge scale, but their number is snall. A | edger account is opened for
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each hire-purchoser, this account being debited with the cash-purchase
price at the tine the hire-purchase agreenent is signed, and periodically

debited with interest on the bal ance unpaid. The interest will be
credited to Interest on Hire-Purchase Sal es Account, and fromthere, at
the end of the period, will be credited to I ncome Statenent.

The H.P. sale is, in other words, dealt with as a cash sale and
credited (with sales) to the Trading Account. Since the hire-purchaser
may, however, discontinue the agreement at any tinme by handi ng back the
goods to the seller, in whomthe property is legally vested until the
lust instalnment is paid, the follow ng special steps are usually taken
in preparing the Bal ance Sheet of the Seller

(1) Goods not paid For in the hands of hire-purchosers are shown as
"Goods out on Hire-Purchose" on the assets side of the Bal ance

Sheet. This figure will be the bal ance of the personal account

of the hire-purchoser; it does not appear anong Sundry Debtors.

(2) The whole of the profit on the sale has been taken into credit

in the year the sale was effected. A provision should therefore

be created to provide for | osses which may result Fromthe default

of the purchaser. (If O question does not give specific

i nstructions concerning the making of a provision, however, you
shoul d not make one).

EXAMPLE

Taking the details of the exanple quoted on Page 3 of this Lecture
you are required to record the transaction in the books of the Machinery
Company.

LEDGER

GOLD M NI NG COVPANY

(here follow full details of the contract.) This

is nmost inmportant and nmust be shown on each H. P.

Debt ors Account).

Hi r e- Pur chose

Sal es

I nt er est

Cosh deposit

do.

Dec. Bal ance c/d
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31 Bal ance

I nt er est

LEDGER

GOLD M NI NG COVMPANY f CONTI NUEDZ.
b/ f

H RE- PURCHASE SALES ACCOUNT

R 1990 R

Jan. 1 Gold M ning
R3 197 CO0. R3 197
L. rrrrrnnl

69
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The Gold Mning Co’s Account is, of course, the exact reverse

of the Machi nery Conpany’s Account in the books of the Gold M ning Co.
(under the second nethod).

In the sone way the Seller’s Interest on Hire-Purchase Sal es

Account would carry the sone figures, but on different sides, as the
buyer’s Interest Suspense Account conpiled under the buyer’s third

met hod.

On Bl st Decenber, 1993, the Bal ance Sheet (Assets side) would

show

Machi nery out on Hire-Purchase R57!, 43

Before continuing with this lecture, wite up the

Interest on Hire-Purchose Sales Account, as it would

appear for the five years covered by this exanple.

SECOND METHOD:

If the hire vendor has nunerous transactions each reegyobl e over

the sonme nunber of years, he can avoid separate interest calculations
on each account by using O Hire Purchase Interest AccOunt.

Under this method, which is the sane as the third nethod

expl ai ned under Buyers Book, except that the entries are on the reverse
side of the account, the hire-purchaser is debited with the full price
payabl e under the agreenent.

Hi re- purchose Sal es Account is credited with the cash selling

pri ce.

Hi re-purchose I nterest Account is credited with the interest

"1 oadi ng".

The hire-purchoser’s account is cleared by the receipt of the

instal ments fromhim Hire-Purchase Sales are transferred each year
to Trading Account. There remains the Hire Purchase Interest Account
to be considered.
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In the previous exanple we noticed that the Machi nery Conpany

woul d receive interest of R402,31 over a period of 5 years. Each
year’'s interest bears the follow ng proportions to the total:-

1990 R129, 88 32, 28x

1991 106, 38 26, 44%

1992 81,70 20, 31%

1993 55,78 13, 86%

1994 28,57 7,11%

R402, 31 100, 00%

Now what ever the rice at which the articles are sold, where the
agreenment is spread over 5 years, with a deposit equal to the annua
instal ments and interest at 5% p.a., the annual interest charges wl]l

al ways be in the same proportions. Wth different interest rates and

di fferent nunbers of instalnments the proportions will be different, but
the principle remains. W can, therefore, at the tinme when the

contract is signed, take the interest |oading of each transaction and
apportion it over the years in which it will actually be earned (and
credited to Income Statenment). If the interest loading is

R100, then R32,28 will be earned in the first year, R26,44 in the second
year and so on. Each separate ampbunt will be placed to the credit of

a separate Hire Purchase Interest Account nmarked with the appropriate
year, and as that year is reached, then the balance of the account wll
be credited to Incone Statenent.

There are, however, not many concerns in which all sal es can-

veniently take place on Ist January, so that the first year can receive
a Full year’s interest credit. In the absence of other information we
nmust assunme that the average date of all sales in the year is 30th June,
so that the percentages nust be re-allocated over six accounting
periodsz- __

| st period (assumng only 6 nonths interest due).

% x 32,28%: 16,14%

2nd period % x 32,28%e %x 26,44%: 29, 36%

3rd period % X 26,44%t % X 20,31%: 23, 38%

4th period % X 20,31%t % X 13,86%: 17,08%

5th period % x 13,86%t %x 7,11%: 10,492

6th period %x 7,11%: 3:55%

loo, 00%

%
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As an example of the manner in which this works | et us assume

that an ageeenent is entered into in 1990 on which the interest |oading
is R293 on a cash sale price of R2,310.

We debit the hire-purchaser with R2 603 and credit Hire-Purchase
Sales with R2 310. The bal ance of R293 is credited over a number of
Hire Purchase Interest Accounts in the above proportions. e.g., -
"Hire Purchase Interest Account 1993" receives a credit of 17,685 of
R293 (1993 is the Myear, 1990 being the first) - R50,04. In 1993,
the bal ance of this particular account, which includes the anmpbunt of
R50,04, is credited to Incone Statenent.

The nethod is only appropriate where all contracts cover the sane
period of tinme.

The point to remenber in using this systemis that there

wi Il be a nunber of Hire-Purchase Interest Accounts open

at any one tinme. The bal ance on each will be transferred

to the credit of the Incone Statenent of the xear

denot ed bx the heading of the Hi re-Purchase |nterest

Account .

THI RD METHOD:

The net hods gi ven above are rather el aborate ones and suitable

only for large transactions. Wiere the transacti ons are nunerous

but small in value, a less elaborate systemis usually enpl oyed.

A Hire-Purchase Sal es Journal is opened in which are recorded

all the sales under hire-purchase agreenent at cost Brice. A Hire-
Purchose Ledger is also kept in which would be recorded the nanes of
all the customers. Their accounts are debited with the full price of
the goods, i.e., cash value plus interest, and the instal nents
credited when received. The bal ances shown by these accounts will,
therefore, always show what is owing by each custoner in respect of
his hire-purchase. But this Hire-Purchase Ledger is nerelx a

Menor andum book and not Bart of the financial books of the concern.
In the financial books, the total of the Hire-Purchose Journa

is periodically posted to the debit of a Hire-Purchase Account, (and
also to tho urodit of Hire-Purchase Sal es Account), the latter being
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cl osed by transfer to the Tradi ng Account, where they should be shown
as a deduction from Purchases. Instal nments received are periodically
credited in total to the Hire-Purchose Account.

At bal ancing tinme, the stock in the hands of customers is token

and val ued at cost. The anount of such cost is then credited to the
Hi re- Purchose Account and brought down as an openi ng debit bal ance for
the next period. The difference between the two sides 0? the Hre-
Purchase Account will then represent the profit on tlc ere-purchose
busi ness and be transferred to the Incone Statenent.

The val ue of the stock out on Hire-Purchose is ascertained from

the Menorandum Hi re- Purchase Ledger and fromthe Hire-Purchase Sol es
Journal . Each personal account in the Menorandum Ledger shows the
total nunber of instal ments which has to be paid and the nunber which
has actually been Raid. If the cost price of the itemsold, as shown
by the Hire-Purchose Sales Journal is multiplied by the proportion of
i nstal ments unpaid, the value of the Hire-Purchose Stock is given by
the product.

Thus it the cost price of an article sold on Hire-Purchase

Agreenent is R1O and 3 of the 9 instal ments have been paid, this
article should be included in Hire Purchases Stock at

(g x R10) : Re, 67.

The following will help to fix in your mnd the workings of an

H. P. account.

HI RE- PURCHASE ACCOUNT

St ock in hand

of customers

(I'nstal nents

(at cost) y for year)

Dec. 31 Hre-Purchase i Stock in

Sal es for 1 hands of

year (at custoners

cost) T (at cost)

Inc. Stat. | c/d

(Profit) 988 02

I

1--

R28 826 32

8 962lii

1990

Dec.

31 Bal ance b/ f
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In this system all figures of Sales are purely menoranda,

both in the Hire-Purchase Sol es Journal and in the Hire-

Purchose Ledger.

The Hire-Purchase Account is in effect a subsidiary

Tradi ng Account to which purchases (in the formof the

cost values of the goods sold under Hire-Purchase ternmns)

are debited, and the cash, frominstalnents paid, is

credited.

After stock has been taken into account, the Hire-Purchase
Account’wi Il show a gross profit. This is conposed partly

of interest and partly of profit.

A slight extension of this nmethod is often adopted to show a

nore accurate picture. Instolnments actually due but remaining unpaid
are really actual debit bal ances upon which profit has been earned.
They are therefore credited to Hire-Purchase Account and debited to
Debt ors Account, and stock is then valued on the basis of instalnents
not yet due.

The individual debtors’ accounts in the nenorandum | edger are

out side the normal double-entry. They will not appear on the Bal ance
Sheet. From a doubl e-entry point of view these accounts do not matter,
but in fact they are of course nobst vital, and provide the only basis
Upon which stock in the hands of hire-purchosers can be val ued.

For reasons of space, the followi ng exanple deals with four

hi re-purchcse transactions only. It is however, fully illustrative
of the principles involved and should be studied carefully.

Examel e.

The H P. Hre Co. sells the follow ng on hire-purchase terns: -

1989

Jon. 31 Furniture (cost price R70) to M. A B. payable by 8
quarterly instal ments of R12.

Feb. 28 Radio set (cost price R30) to M. C D. payable by 4
quarterly instal ments of R10.
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Aug. 31 Second-hand car (cost price R300) to M. E.F. payable
by 12 nonthly instal nents of R30.

Sep. 30 Second-hond lorry (cost price R300) to M. G H payable
by 26 nonthly instal nents of R15.

In each case, the first instalment is due, as a deposit, on the
signing of the agreenent.

Sol uti on:

H P. Sale

Price

Menor andum

Date Articles

Cost Price

1989

Jan. 31 Furniture

Feb. 28 Radio Set 30,00

Aug. 31 Car 300, 00

Lorry 300: 00

Posted to credit of

Purchase A/c. and

debit of H P. Account

VEMORANDUM HI RE- PURCHASE LEDGER

A. B.

(addr ess)

Articles under Agreenent: (Furniture)

Cost Price: R70

8 quarterly instal ments of R12 commencing 31/1/1989
H P. Sales Price: R96
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MEMORANDUM HI RE- PURCHASE LEDGER CONTI NUED
1989 1989 R ¢

Jan. 31 H P. Sales 23 Jan, 31 Cash 12 00
Apr. 30 do. 12 00

Jul. 31 do. 12 00

Cct. 31 do. 12 00

Dec. 31 Bal ance c/d 48 00

m 00

888

1990 1 - 1990

Jon. 1 Balance b/d in Jan. 31 Cash

Apr. 30 do.

Jul . 31 do.

Oct. 31 do. 12 00

um . 00

Not e t he headings to the nmenorandum | edger accounts. The other
accounts will follow simlar lines. Practice witing them out.
PURCHASES ACCOUNT

Sundri es

Hl RE- PURCHASE ACCOUNT

1989 1989 1 R C

Dec. 31 H P. Sales Dec. Cash (1n- 1
for year stallents

(at cost) 700 00 for year): R’
I ncome A B. 43

Statenment C.D. 40’

(interest E.F. 150 .

etc. earned GH 60 i 298 00
for year) 61 85 Stock in __ " !
hands of 1

custoners c/d 463 85
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H RE- PURCHASE ACCOUNT SCONTI NUEDZ
St ock b/d

Cash in-

DeC- 31 Incone stol ments

St atement For year: R
(interest A B. 48

etc. E.F. 210

earned b.H 180

for year) Stock ir__

hands of

custoners c/d

1991

Jan. Stock b/H 31 ' Cosh (in9
Dec. I ncone stol nents
Statenment for year):

G H.

CALCULATI ON OF VALUES OF "STOCK" AT 315T DECEMBER 1989.
Total No. of

| nstal nents

No. of Instal nments

Un-aid at 31/12/1989

Frac-

tion

A B. 4 35,00

C.D. nil (Alc. closed) -
E.F. 7 175,00

G H 22 253185

R463, 85



HI RE- PURCHASE ACCOUNTS. PAGE 24.

CALCULATI Ov OF VALUES OF "STOCK" AT 315T DECEMBER 1990.

nil (A/c. closed)

E.F. 12 nil (A/c. closed)

10

| NSTALMENT- PAYMENT 30R DEFERRED PAYMENT! PURCHASES:

The fundanental difference between a hire-purchcse end an instal -
nment - paynent purchase is one of |egal ownership. In the case of o

Hi re- Purchase Agreement, ownership posses only on paynent of the fina
i nstal nent, whereas, in the case of on Instal nent-Poynent Purchase,
owner shi p passes on delivery of the goods. Should a hire-purchaser

fail to pay his instal ments, the owner can re-take possession of the
goods. \Where a purchaser under the instal nent-puynent system defaults
in his instal nents, however, the seller cannot re-toke possession of
the goods; his only remedy is to recover the anmount due by Court action
ENTRI ES I N THE BUYER S BOOKS

The Asset Account is debited with the cash value of the asset and

the anobunt credited to the account of the vendor. The interest, when
due, is debited to Interest Account and credited to the Account of the
vendor. On paynent of each instal ment the Cash Account is credited

and the vendor’s account debited. An Interest Suspense Account can

al so be used, and is, in fact, preferable as then the whol e anpunt
owi ng (Cosh Price plus Interest) is credited to the Vendor

In other words, the entries are the sonme as those used by the

Second or Third Methods of recording Hire-Purchase transactions in the
Buyer’s Books, but the position is recorded in the normal way in the
Bal ance Sheet,i.e., the bal ance due to the vendor is included in Sundry
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Creditors, less the balance on Interest Suspense Account and the asset
is shown at its full cash value | ess aggregate depreciation to date.
ENTRIES IN THE SELLER S BOOKS:

A Journal entry is put through debiting the purchaser and crediting

Sal es Account with the cash val ue of the goods. As each interest charge
Falls due, a Journal entry is passed debiting the purchaser and crediting
Interest Account. On receipt of each instal ment, Cash Account woul d be
debited and the account of the purchaser credited. Again on Instol nment

I nterest Account can be used in which case the Purchaser is debited with
the full price (Cash Price plus Interest), and the Instal nent Interest
Account is witten off proportionately each year to Inconme Statement.

In this case the book entries will be the sonme as those shOm on

page 12 of this Lecture except that the first entry in the purchaser’s
personal account will be "Sales .... R3 197,69" instead of "Hire Purchase
Sales ---- R3 197, 69".

HI RE- PURCHASE ACCOUNTS.

Hire-Purchuse : article purchased does not becone the property of
the buyer until the last instalnent is paid.

Def erred Payment Purchase ) : article purchased becones the property
Instalment " " ) of the buyer on delivery (unless

ot herw se agreed).

HI RE- PURCHASE

BUYER S BOCKS:

Method 1: Dr. Interest --- Anmpunt charged
for interest when each

)

)

Asset A/lc -- proportion of ) instal nent due
cash price )

Cr. Supplier

Dr. Supplier

Cr. Cosh ) mhen.each i nstal ment paid.
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Cash val ue of the

Article purchased.

Met hod 2: Dr. Asset Alc

Cr. Vendor

Dr. Interest A/c Interest when due.
VV VV VV

Cr. Vendor

Dr. Vendor

Cr. Cosh Instal nents paxd.
Method 3: Dr. Asset A/c - Cash Value of Article

pur chased.

Dr. Interest Suspense A/c - with total interest.
Cr. Vendor - Full Purchase Price, i.e.,

Cosh Price plus interest.

Dr. Vendor ) . .-

Cr. Cosh ) with 1nstol ments pald.

Dr. Incone Statenment ) with annual proportionate

Cr. Interest Suspense A/c ) anmount of interest.

The Third is the nethod which is preferred, as full details of
transactions are in books of account.

SELLER S BOCKS:

Met hod 1:

Dr. Alcs of various hire-purchasers ) Hire-Purchase sol os
Cr. Hire-Purchase Sal es Account ) from Hire-Purchose

) Sal es Jour nal

(Later transferred to Trading Al c)

Dr. Custonmer ) Interest on al ount

Cr. Hre-Purchase Interest A/lc ) outstanding as each

instal ment falls due.

(Later transferred to Income

St at enent )

Provi si on should be made for possi ble unconpl eted contracts.
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Met hod 2:
Dr. Hire-Purchaser with Hi re-Purchose agreenment price.
Cr. Hire-Purchose Sales with cash selling price.
(Transfer to Tradi ng Account).
Cr. Various Hre-Purchose Interest Accounts with Interest loading in
previously conputed proportions.
As each year’s accounts are prepared transfer the bal ance on the
Hi re- Purchase I nterest Account nmarked with that year to | ncone
St at ement .
Suitable only when all agreenents cover the sone nunber of instal nents.
Met hod 3:
Dr. Alcs. of various hire-purchosers in ) Menorandum
Hi re- Purchase Ledger with full price ) onl
of the goods, i.e., cash value plus ) -"-XL
interest. )
Dr. Hire-Purchase Account
Cr. H P. Sales Account
Total Hire-Purchose Sal es
fromHi re-Purchase Sal es
journal at cost price.
(Later transferred to Trading Alc
as a deduction from Purchases
i nstal ments received.
Cr. | ee-Purchase Account
Cr. Hre-Purchase Alc. (Od period
Dr. Hu M (New n
) Cost price of goods in hands
of customers at bal ancing time.
Dr. Hire-Purchase Alc.
Cr. Inconme Statenment
Profit on Hire-Purchose

Sol es.
)

)

)

)

Dr. Cash )
)

)

)

)

)

I NSTALMENT PAYMENT PURCHASES:

Buzer’ s Books:
Dr. Asset A/lc ) Cosh value of the article
Cr. Vendor ) purchased
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Dr. Interest A/lc Interest when due.

Cr. Vendor
Dr. Vendor
Cr. Cosh
VV VV

I nst ol rents pai d.
Sel |l er’ s Books:
Dr. Purchaser

f .

Cr. Sales A/c Cash value 0 the goods
Dr. Purchaser

t hnd.

Cr. Interest Interes w e ue

Dr. Cash

Cr. Purchaser

W vv W

I nst al nents received.
Renenmber that the Interest Suspense Account can be used in both
Buyer’'s and Sell er’s Books.

CHECK QUESTI ON

When Assets are purchased on a Hire-Purchose basis, the

buyer can choose one of three nmethods of crediting the
seller’s account. Name these nmethods. |If you cannog

read the rel evant part of this |ecture again. Mke

sure you understand each point as it is raised; do not
lightly pass over any port of the syll abus.

LI KELY EXAM NATI ON QUESTI ONS:

On Ist January, the Wtwatersrand Gold M ning Co. obtained
trucks on the hire-purchase system The cash price of the
trucks was R1 150. Payment was to be nade, as to R150 down
and as to the balance at R200 per year plus 5% interest on the
out st andi ng bal ances. The Wtwatersrand Gold M ning Conpany
wite off 10% depreciation each year

You are required to wite up the necessary Ledger Accounts in
t he books of the Wtwatersrand Gold M ning Conpany.
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Apfel, Ltd., entered into a hire-purchose agreenent on

| st January, 1990, with Bagsters, Ltd., for the purchase of

a fleet of nmotor cars. The agreenment provided that on initia
deposit of R2 000 should be made, followed by 6 holf-yearly

i nstal ments of R738, 39 payable on 30th June and 3l st Decenber.
The rate of interest charged is 6% p.0. with half yearly rests.
The cash value of the cars is R6 000.

Show the entries in the books of both parties, ignoring Journa
entries. Apfel, Ltd., wite off depreciation at the rate of
8% p. a.

Dextrous, Ltd., sell goods on hire-purchose. Al contracts
provide for 12 paynents made quarterly over a period of three
years. Past experience has shown that the interest |oading on
each contract may be allocated thus:-

1st year (covering 12 nonths from date of

contract) 52,4%

2nd year 33, 9%

3rd year 13: 7%

100, 00%

Sales in 1990, 1991 and 1992 were respectively R12 000, R18 050
and R24 200. Interest |oading may be reckoned at 7% on Sal es
Price.

Show Hire Purchase Interest Accounts.
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MODEL ANSVEERS TO LI KELY EXAM NATI ON QUESTI ONS
MODEL ANSVER TO QUESTI ON NO. 1:
- TRUCKS gON H RE PURCHASE? ACCOUNT -
Year

1 Truck Co. Depn(10%

1 do on R1 150

4 Bal ance c/d

(Year

1 2 Bal ance Depn (10%

" Truck Co. R1 035)

) Bal ance c/d

1

5

Year Y

1 3 Balance b/f 331 3 Depn. (10%
1 Truck Co. 200 R931 50)

| Bal ance c/d

?Year

) 4 Bal ance Depn. (10X

1 Truck Co. R838 35) 83 84

; Bal ance /d 554 51

s In

Year 7aw w _A --

5 Bal ance

Depn. (10;

R754 51) 75 45

Bal ance /d 679 06

1 Truck Co.

) Bal ance

1
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MODEL ANSVER TO QUESTI ON NO. 1 gCONTI NUED)
- TRUCK H RE ACCQOUNT. -

wt,"

Inc. Stat.

Inc. Stat.

Inc. Stat.

Inc. Stat.

Inc. Stat.

COVPANY -

Year: i R ¢ Yeah

| 3 Truck Co. -__-?9499V 1

Year | i .

2 ' Truck Co. ' 40399u 2

Year |

3 Truck Co. 1 30:99" 3

Year

4 Truck Co. 20 00. 4

I .

Year E |

5 Truck Co. | 10 GO 5

- TRUCK

Year R ¢ Year

1 150 00

250 OO

1-00

Year

2 240 $51_ 2

Year

3, . 3

Year | a

4 220 4

Year a

55

l--1

NOTE:

Truck Alc

(Deposit)

Sundri es

Sundri es

Sundri es

Sundri es

Sundri es

50 too

Ri c

X

i 150 00

250 00

| R400 00

.00

In Exanple 1 in the Lecture you are given the tota
Boxnments and the rate of interest and have to find
t he cash val ue

In this question you are given the
cash value and the rate of interest and you nust
calcul ate the total Eaxnents.
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MODEL ANSWER TO QUESTION NO. 2
BOOKS OF APEL LTD.
BAGSTFRS LTD.
:r-zz-u, - _. . _,-. "-19-11-791 "3-__,,----9- | -
1990 R ¢ 1990 'k
Jon 1 Cash
| Deposit 2 000100;
|
|
:June 30 - do _ 738 394 a/c 6 000 o.
3 Bal ance c/d 3 691 95: nterest 430
I
: R6 430 34! i 'R6 430
g ::iiidiio |
i
|
i
I 1
?Dec. 31 Cash J 738E397July 1
3’ JBolance c/d ' 2 953156
,1 1 W94:
E1991 ' | H1990 |
1June 30 Cash 738.39. Dec 31 EBolonce b/d .6
1 Balance :/d 2 215 171
R2, 953156 ' R2 953 56
1 2b
,Dec 31 Cash
738 39 July 1 Balance b/d 2 215 17
Bal ance c/d
R2 215
11991
738 39 Dec 31 Balance b/d 1 476 78
Bol che c/d .
" Rl 476 7811 ,Rl 476
JUy 1 Bal ance b/d 1-H
1 1-9
Pl
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MODEL ANSWER TO QUESTI ON NO. 2 CONTI NUED

MOTOR CARS ON H RE PURCHASE ACCOUNT.

1990 ' 1990 R :V

Jan 1 -agsters

Ltd. 6 000 00 Dec Depn. 480 00

Bal ance ¢/- 5 520 00

|11 Inn

19913

1990 Dec Depn. . 441 60

Dec 31 Bal ance b/d 5 520 In Bal ance c/dl 5 078 40
um

1991 Dec .31 Depn. 406 27

Dec 31 :alance b/dl 5 078 40 Bal ance c¢/d 4 672 13
gl-5078 40 ! |

|

1992 - ; |

Dec 31 Balance b/d 4 672113M1 | 1

HI RE- PURCHASE | NTEREST ACCOUNT.

1.

1c

Q

1

1990 R 1990

Jan 1 Bagsters

1 Ltd 430 Dec 31 Inc. Stat.

1 1 Bal ance

1 R430 |

1990 ' _"1991

Dec 31 Bal ance b/f 208 90 Dec

1

31 1llnc. Stat.

| Bal ance

R208 90’

1991

Dec 31 Bal ance b/f 63

4 .

i1

[

1

19911

Dec; 3l :Inc. Stat.

I

I

"Hol f-yearly rests" neans that interest is reckoned on the bal ance
owi ng at the end of each hulf-yeor. It is necessary to bal ance Bugsters
Account every six nonths, but there is no need to do so in the other
accounts; in fact this would create confusion for depreciation is taken
at 8% Bar onnum
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MODEL ANSVER TO QUESTI ON NO. 2 ( CONTI NUED) :

The accounts in Bagsters, Ltd., books will be :-

1. Account for Apfel Ltd. This will be the reverse of Bagsters
account in Apfel’s books.

2. Hre-Purchase Interest Account. This will be the reverse

of the Interest account in Aptel’s books.

3. Hire-Purchase Sal es Account; -

HI RE- PURCHASE SALES ACCOUNT.

MODEL ANSVER TO QUESTI ONS NO. 3

We are given the interest allocations of each contract, but to don
with the contracts as a whole, we nust assunme that the average date
of sales was 30th June in each year. In this case, the year in whicl
the sale took place can take credit for only i (6 nonths) of 52,4%
of the interest |oading.

The revised allocations ore: -

I st year % x 52,4% 26, 2%

2nd year % x 52,4%t % x 33,9% 43,

3rd year %x 33,9%t i x 13,71 23,85

4th year i x 13,7%6 9%

100, 0%
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MODEL ANSVER TO QUESTI ON NO. 3 ( CONTI NUED) :

The interest |oadings are:-

1990 7% of R12 000 : R840

1991 7% of R18 050 : R1263, 50

1992 7% of R24,200 : R1694

The R840 in 1990 is allocated as to:-

26,2%i.e. R220,05 to Hire Purchase Interest A/c (1990)
43, 1% " 362,00 do (1991)

23,8%" 199,90 do (1992)

6:9%" 57:95 do (1993)

loo, 0% R840, 00

The other anmpbunts are allocated in the sone way.
Carefully check all the cal cul ations.

H RE PURCHASE | NTEREST ACCOUNT (19902

Debtors
(1990 Sale
t_vvv

9 Dec 31 Income
St at enent

" C

362 00

331 04

| R693

R6-3 .04
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MODEL ANSVER TO QUESTI ON NO. 3 ( CONTI NUED)

H RE PURCHASE | NTEREST ACCOUNT $19922

The bal ance on this account will be transferred to |Incone
Statenment on 31/12/ 1993 when the 1993 Sal es al |l ocati ons
have been posted to the appropriate accounts.

Ednrn-1 u -.,
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MODEL ANSVEER TO QUESTI ON NO. 3 gCONTI NUED) :

H RE PURCHASE | NTEREST ACCOUNT 1994

See note above. Transfer to Incone Statenent on 31/12/1994.
H RE PURCHASE | NTEREST ACCOUNT (1995)

31 Sundry

Debt or s

(1992 Ssales

8256



LEASE ACCOUNTS

A. | NTRODUCTI ON

Leasi ng of assets can be divided into two categories:
finance | eases and operating | eases.

(W will only be |ooking at the books of the |essee).

1.

FI NANCE LEASES:

A finance lease is a |l ease that transfers substantially
all the risks and rewards associated with ownership of
an asset fromo lessor to the | essee, w thout passing
of the actual ownership.

OPERATI NG LEASES

An operating lease is a | ease other than a finance |ease,
in which the risks and rewards associated with ownership
of the asset remain with the |essor.

i.e.: Entering into O | ease agreenent for use of on
of fice can be regarded as on operating | ease.

ACCOUNTI NG PROBLEMS AND TREATMENT OF ABOVE LEASES

(0) Determining of the lease is a finance or operating
| ease.

(b) If the lease is a finance | ease, decidi ng whet her
the | eased asset should be capitalised or not.

(c) If the lease is capitalised, naking the appropriate
accounting entries and disclosures in the financial
statenents.

(d) Defferred taxation.

(e) Sale and | ease back agreenents.
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DETERM NING | F A LEASE |'S A FI NANCE LEASE

When nmaking this type of decision it is inmportant to
consi der the substance of the transaction rather than
the formof the transaction

Any one of the follow ng conditions would indicate that
a lease is a finance | ease

1. At the end of the lease termthe | ease provides for
transfer of ownership fromthe |lessor to the | essee

2. The | essee has the option to buy the asset, the price
payabl e being significantly | ess than the open narket
val ue of the asset i.e. bargain option

3. The lease termis for nbst of the useful life of
the asset. Use of the asset for nore than 75% of
the assets useful life would normally indicate a

finance | ease

4. The present value of the inception of the |ease, of
the mninum | ease paynents, adjusted for any actua

or estimated tax benefits therefrom approxi mates

or exceeds the open market value of the | eased asset

at the inception of the |ease.

C. CAPI TALI SATI ON OF FI NANCE LEASES t

In South Africa it is not mandatory to capitalise finance
| eases. Preparers of financial statenents have the option
of either capitolising or not capitalising. However once
a decision is made as to either capitalising or not, it
nust be consistently applied.

It would be incorrect to capitalise certain finance | eases
and not others.
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CAPI TALI SATI ON:

Those in favour of this treatnent consider a | ease as
a finance arrangenent which is no different from any
ot hers purchase of an asset, and as the | essee bears
all the risks and rewards of ownership it would be
incorrect not to show the asset in the bal ance sheet
of the entity.

NOT CAPI TALI SI NG

Those in favour of this treatnent argue that the asset
shoul d not be capatolised as ownership does not pass
fromthe | essor to the | esee. The annual | ease paynents
are witten off to the profit and | oss account. The
Conpani es Act requires the anpbunt of such | ease paynents
to be disclosed separately in published financia
statenents.

HOW TO CAPI TALI SE FI NANCI AL LEASES

The journal entries are as foll ows:

Stee 1: Raise the | eased asset as an asset and the
present value of |ease paynents as a correspondi ng
liability.

Dr Fixed assets XXX

Cr Long termliability XXX

SteE 2: Allocate periodical |ease paynents between

i nterest and capital.

Each | ease paynent can be divided into on interest portion
and a capital portion. There are generally two met hods
of determining the split between interest and capital,
nanely the sumof the digits nmethod and the effective
interest rate method.

(0) Sumof the digits nethod

This method is easy to apply, and works as foll ows:
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therefore the total interest charge is allocated on

the sumof the digits of all |ease paynents and
wei ghted to earlier periods.
Exam |l e 1.

A. leases plant with a cost of R400 000. A wll

make 4 paynents of R125 000 each. Prepare a

schedul e showi ng the allocation of |ease charges

bet ween capital and interest.

SCLUTI ON

Stee 1: Deternine the total finance charges involved in
the | ease.

Cost of asset R400 000

Sum of | ease Paynments (4 x 125 000) R500 000

fi nance charges : R100 000

StekE 2: Determine the sumof the digits and wei ghing.
4 Payments 5. sumof the digitsis (4e 3t 2t 1) 10.
Al'l ocati on: -

Payment 1 78

2 1-8

3 T62

4 %

Stee 3: Allocate by preparing a schedul e.
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Payment Capital Interest Total

500 000

1 125 000 (125 000191-61 x 100 000)

375 000; 3

2 125 000 (125 000)! (To_ x 100 000)

250 0001 2

3 125 000

(125 000)i (Wx 100 000)

125 000 3 1

I (125 00011 (Wx 100 000)

(b) Effective interest rate nethod

On this nmethod the apportionnent between capital and interest
is done using the effective interest rate inplicit in the

| ease agreement.

SteE 4: Depreciate the capatolised | eased asset.

Journal entry.

Dr Depreciation XXX

Dr Accunul at ed depreciation

on capitalised | eased assets XXX

SteE 5: Transfer current portion of |ease paynents to a current
liability. Note: only the capital portion will be transferred.
Dr Long termliability XXX

Cr Current liability XXX



LEASE ACCOUNTS. PAGE 6.

Stag 6: Make provision for different taxation: if a
timng difference arises bet
al | owances.

Dr Taxation

Cr Taxation

Def erred

D. SUMVARY OF JOURNAL ENTRI ES
(1)

(2)

(3)

(5)

Rai se asset and liability.

Dr fixed asset

Cr long termliability

Al |l ocat e Paynents

Dr long termliability

Dr Interest charge

Cr Bonk

Provi de depreciation

Dr Depreciation

Cr Accunul at ed depreciation
Provide for deferred tax on
timng differences

Dr or Cr Taxation

Dr or Cr Deferred taxation
Make cl osing entries

Dx Profit and | oss account

C In erest charge

Transfer portion of capital
payabl e during the current
year as a current liability
Dr Long termliability

Cr Current liability - curr nt
portion of capital payable
ween accounting and taxation
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E. SUMVARY OF DI SCLOSURE REQUI REMENTS

1. ACCOUNTI NG PCLI CI ES

(0)

(b)

(O

St at ement concerning treatnment of finance |easer
whet her copotalised or not.

St at ement concerning all ocation of |ease paynents:
paynments between capital and interest if |ease is
capot al i sed.

(i.e. sumof the digits or effective interest rate
nmet hod)

Statement of long termliabilities.

2. I NCOVE STATEMENT

(a)

(b)

(O

(d)

(e)

finance | ease capitalised

Depreci ation on capitalised | eased assets.

Fi nance i ncome charges.

Fi nance | ease not capitalised.

Total |ease paynments made under finance | eases.
3. BALANCE SHEET

(0)

(b)

(c)

(d)

(e)

Fi nance | ease copatali sed.

Fi xed assets appropriately descri bed.

Long termliabilities appropriately described.
Current liability! |ease paynents payabl e during
the current year.

Accumul at ed depreci ation on copatolised | eased
assets.

Fi nance | ease not capatolised.

There will be no assets raised in the books and
no corresponding liability.
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(f) A- a note to tho bal ance shnot, stat. commtnents
on finance | ooses payable during the current your

and then comm tnents payabl e thereafter. s

F. TAXATI ON AND DEFERRED TAXATI ON

. The losses will be able to claimthe | oose paynents as
a deducti on.
2. The lessor will receive all the wear and tear and

initial allowances on the plant.

3. Wien a finance lease is capatolisod a dofcrrod tax
problemw |l arise. The | essee will depreciate the

fixed asset and charge the interest portion of tho

| oose paynents to tho incont statonont. Tho rocoivor

of rovonus will grant the | oose paynents as a

deduction. Often a timng difference will arise

and deferred tax shoul d be provided.

In the above circunstances if a doforrod tax chargo
results in a debit balance it would be appropriate to
show a deferred tax account as a dobit.

0. SALE AND LEASEBACK

This is a type of |oose agrosnont whoroby the owner of an
asset sells it to a buyer, normally a financial institution
and imredi ately | ooses it back fromthe financia
institution.

A Limted sells a building to financo conpany.

(Seller) (Buyer)

Fi nance conpany | ooses building to A Limtsd.

(Lessor) (Lessee)
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Oten the selling price and | ease paynments are detern ned
by the parties and may not equate the fair market val ue
of the property.

Cenerally a asset once it is sold to the | essor becones
an operating | ease, and therefore, should not be
copotol i sed. However, if the selling price of the

asset or the | ease paynments are not realistic, these
shoul d be adjusted to satisfy the matching concept.

1. SALE AND LEASE BACK WHERE THE LEASE BACK | S A FI NANCE
LEASE

Wth this type of transaction certain accounting
problems will arise:

(o) The profit on the sale of the plant i.e. the

di fference between the proceeds and the book

val ue shoul d be deterred and allocated to the

i ncone statenent over the | ease term

(b) Deferred tax problens will arise, as the sole

of the asset may result in a taxable recoupnent,
furthernmore the | essee will now be able to deduct

the | ease paynents for taxation purposes and wil|

no | onger receive the wear and tear allowances.

H. WORKED EXAMPLE

On 1 January 19 x 0 A. Limited a conpany involves in the
manuf acture of Plastic nmoul dings | eases on item of plant
costing R500 000 froma finance conmpany. A Limted wll
make 4 annual paynments of R175 000 commencing on 31
Decenber 1980.

At the end of the lease termA Linmted has the option to
buy the item of plant for a nominal charge.

It is the policy of A Linmted to copatalise |eases that
are finance | eases.
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A. Limted depreciates plant at a rate of 25% per annum
on the straight |ine basis.

The interest charged is to be allocated on the sum of
the digits nethod.

During X0 A Linited earned a net income of 500 000,

bef ore taking into account depreciation on this item of
pl ant, and before finance charge on | eased assets.
During X1 the conpany earned i ncone of R600 000 before
depreciation and interest on finance charges.

1. REQUI RED:

(0) Prepare the journal entries to take into account
the above transactions for the years X0, XI.

(b) Show how the above itenms woul d be disclosed in

the incone statenent and bal ance sheet of the

conpany for X0, and X1.

2. SCOLUTI ON

(a) Stee 1:

Determine if the lease is a finance | ease:

(i) The question states that A. has a option

to buy the machine at a nom nal rental at

the end of the | ease agreenent.

(ii) The life of the asset is 4 years and the

| ease termis 4 years, thus the asset is

| eased for all of the useful life period

of the asset.

(iii) The present value of the | ease paynents

approxi nates the cost of the asset.
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Al three of the above factors clearly indicate that
the above lease is a finance | ease.

(b) Stee 2:

If the lease is a finance | ease, decide whether this
| ease is to be capitalised or not.

The question states that it is conpany policy to
capotolise |l eases that are finance | eases.

(c) Stee 3:

Determ ne the allocation of |ease paynents between
capital and interest.

Cost of assets R500 000

sum of | ease paynents

(4 x 175 000) R700 000

| ease finance charges 200 000

Al'l ocation of interest on sumof the digits nethod.
Payments Net Cost Interest 1 Gross Cost

500000 200000 , 700000 A

1- 175000 95000 (1)80000 1 175000 (1)10X200000
405000 120000 1525000 3

2- 175000 115000 (2)60000 1 175000 (2) szooooo0
290000 60000 350000 2

3- 175000 135000 (3)40000 175000 (3)Wk200000

(4) TO_X 200000

155 000 20 000 175 000

155 000 (4) 20 000 175 000

NIL NIL NI'L

Determine the tax inplications of the above transactions
and provide for deferred taxation

(d) SteE 4.
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A. Limted will receive no wear and tear all owance on the
| oosed asset they will be allowed to deduct the |ease
payments.

As A. Limted has capitalised this asset for its incone
statement purposes it will deduct depreciation and | ease
fi nance charges.

Clearly atimng difference will arise, this nmust be determn ned
and deferred tax provided.

Tax cal cul ati ons.

X0 X

| ncone 500 000 600 000

Deduct: Lease

chargers (175 000) (175 0002

Taxabl e i ncome 325 000 425 000

Tax at 50% 162 500 212 500

Accounting profit

X0 Xl

I ncome 500 000 6a) Gl)

Depr eci ati on

(500 000 - 25X) (125 000) (125 000)

| ease interest g 80 0002 S60 0002

295 000 415 000

Tax a 50% 147 500 207 500

Tax actual 162 500 212 500

Defferred tax 150 000 5 000
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Step 5 : less the appropriate journal entries.
(1)

(i)

(iii)

(iV)

(vi)

(vii)

Dr Plant 500 000

Cr Long termliability 500 000

(capitolising plant | eased and raising the present

val ue of |ease paynments as a long termliability).

Dr Long TermLiability 95 000

Dr | ease finance charges 50 000

Cr Bank 175 000

(Paynment of annual |ease charge and all ocation of
paynment between interest and capitol. Refer to Step 3)
Dr Depreciation 125 000

Cr accunul ated depreciation 125 000

(Depreciation on plant capitalised

500 000 x 25%

Dr Taxation 162 500

Cr Receiver of Revenue 162 500

(Taxation charge for the year based on actual liability
to the Receiver of Revenue. Refer to step 5)

Dr Deffered Taxation 15 000

Cr Taxation 15 000

Provision for deferred taxation on timng differences
bet ween accounting charges and tax deducti ons.

Refer to Step 5.

Dr long termliability 115 000

(Transfer of capital portion of |ease paynent payable
during X1, to a current liability as this portion of
the liability is payable during the current year.
Tradi ng account 500 000

Depreci ation 125 000

| ease finance charges 80 000

Taxation 147 500

Ret ai ned i ncone 147 500

0QQ0Uv
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(dosing entries transferring trading profit and deducting
rel evant charges.

(a) Journal entries for 19Xl

(1) Dr current liability 115 000
Dr | ease finance charges 60 000
Cr Bank 175 000

(Paynent of annual | ease charge and all ocation
bet ween capital and interest)
(ii) Dr Depreciation 125 000

Cr Accunul at ed depreciation 125 000
(Entry iii 19x0)

(iii) Dr Taxation 212 500

Cr Receives of Revenue 212 500
(Refer to entry (iv) 14X0)

(iv) Dr Deferred taxation 5 000
Cr Taxation 5 000

(Refer to entry (v) 19X0)

(v) Long termliability 135 000
Cr Current liability 135 000
(Refer to Note (vi) 19X0)

(vl) Trading account 600 000
Depreci ation 125 000

Lease finance charges 60 000
Taxation 207 500

Ret ai ned i ncone 207 500

(Refer Note (vii) 19X0).
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I ncone statenents

X0 X1

Net | ncone 295 000 415 000

Taxati ons 147 500 207 500

S.A. Normal tax 162 500 212 500
Deferred (15 000) (5 000)

147 500 207 500

Net Incone for -- - - -

the year 147 500 207 500

Notes to the income statenent.

| nconme has been cal cul ated after tokin into account
the following itens:

Depreci ation on capitalised

| eased assets

125 000 125 000

fi nance charges

on | eases assets 80 000 60 000

Bal ance sheet itens

Caei tol enel oxed X0 X1

Deferred taxati on (15 000) (20 000)
Long termliability

under capatilsed finance 210 000 155 000
Enel oxnment of caeit al

Fi xed assets

capitalised | eased assets

at Net book val ue 375 000 250 000
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Current assets

Current liabilities

Recei ver of Revenue 162 500 212 500

Current Portion of long term

liability payable 115 000 135 000

Notes to the bal ance sheet.

Fi xed assets

Copitolised | eased assets

Cost

Accunul at ed depreci ation

| . EXAVMPLE

X Linmted [ eases on itemof plant fromY Financing Linited.
The cost at this plant is RLOO 000 and has a useful life of

5 years. X Limted will make five annual paynents of 25 000
each.

The inception date of the lease is 1 January X0. The first

| ease paynment will be made on 1 January X0. Use the sum of
the digits nmethod to allocate the finance charges.

X Limted will depreciate the asset on a straight |line basis

of a rate of 20% per annumand it is the policy of X Limted
to capitalise finance |eases.

1. REQUIRED: prepare journal entries for the years X0, Xl
ignore closing entries.



(0)

(d)

(e)

2. WORKI NGS

LEASE ACCOUNTS.

Journal entries

X0

Cr

Capitalised | eased assets
Long termliability

Long ter

Bonk

mliability

Depr eci ati on

Accurmul at ed depreci ati on
PAGE 17.

100 000

25 000

20 000

on copotalised | eased assets
Def erred

Taxat i on

taxation

Long termliability

I nt er est

Current

expense

liability

1 667

16 667

8 333

100 000

25 000

20 000

1 667

25 000

This current liability is made up of the capital portion
of the | ease paynments payable on the 1 January X1 and
the accrued interest.

Fi nance charge allocation
5 year | ease

Yr

1

2

n.1 . . _.

U -1 U NUJU QI $U UL
fifteen

Cost

Paynment s

5 x 25 000

| ease finance

char ges

100 000

M

25 000
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Notes: In this question the first payment is made on the
day the | ease is signed.

Payments | nterest

25 000

2 12x25000

3 4 x 25 000

15

Def erred tax workings.

X0

Accounting Taxation

Depreci ation 20 000 Lease paynents 25 000

fi nance charges 8 333

28 333 25 000

Accounting deductions exceed tux all owances by 3333 therefore,
at a tax rate of 50%this is 1667.

X1

Accounting Taxation

Depreci ation 20 000 Lease paynents 25 000

fi nance charges 6 667

26 667 25 000

Accounting deductions exceed tax all owances by 1667 at a
taxation of 50%the transfer to deferred tax is 833.
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2. Journal entries X1
(0)

(b)

(d)

15 442

Current liability
Bank

Depreci ati on
Accunul at ed depreci ation
Long termliability
I nterest expense
Current liability
Def erred tax

Taxat i on

25 000

20 000

19 333

6 667

833

25 000

20 000

25 000

833

QLUUOROQ



THERAPI DRESULTSCOLLEGE
FI NANCI AL ACCOUNTI NG

TEST ACQZ

(Time allowed : 1 1/2 hours)

________ 0Q0--------

NOTES:

1. Credit will be given for neatness and met hod.

2. Answer all questions.

3. Scale of marks is indicated at the end of each question

4. Leave sufficient space at the head of your answer paper for
tutor’s comments.

5. Answer each question on a segcrate sheet of paper

6. Attach this entire question paper to your answers.

7. PLEASE FILL I N STUDENT DETAILS ON THE FORM AT THE ELD OF Tkl S
TEST AND ATTACH I T TO YOUR ANSVEERS

QUESTI ON 1.

Tool makers Limted buys machi nery on Hire-Purchose from Lat he Supplies
Ltd. The Cash Price of the purchase is R2 131,79. Under the

Hi re- Purchose terms. Tool makers nust pay an initial deposit of R400
(On 1/1/1990) and thereafter five equal paynents of R400 at the end
of each cal endar year

The interest position of these five instalments will be:

R86, 59; R70,92; R54,47; R37,19; R19, 04.

(0) Using the Interest Suspense Account nethod, show the follow ng
Accounts in Tool nakers Limted books for the period 1/1/1990

31/ 12/ 1994.



TEST ACQZ. PACE 2.

1. Lathe Supplies Limted

2. Interest Suspense Account

(b) Show how this machi nery woul d be presented on the Bal ance Sheet
of Tool nakers Limited as at 31/12/1991, assumi ng that the
aggregat e depreciation of the machinery to that date was

R405, 04.

(25 marks)

QUESTI ON 2.

Transport Contractors (Pty) Ltd. acquired on hire-purchase, a |l arge
diesel lorry with trailer on the followi ng terns:-

1. An initial paynment of R4 000 due on or before delivery.

2. Four half-yearly paynents of R3 000 each, commenci ng six nonths
after date of delivery.

In arriving at these terns the supplier conputed interest (to the
nearest Rand) at 6% per annumw th yearly rests, i.e. interest for
each current year was cal cul ated onthe capital amount outstanding
at the beginning of the year, without any credit for interest on the
i nstal ment paid during the current year

Delivery was effected on 1st July, 1979.

Transport Contractors (Pty) Ltd. provides for depreciation at an
annual rate of 20% on cost.

Your are required:-

(0) to show the accounts in the books of Transport Contractors
(Pty) Ltd. for the two years ended 30th June, 1981, recording

the above transaction; and

(L, to show how the relevant itenms woul d appear in the bal ance
sheet of Transport Contractors (Pty) Ltd. as at 30th June, 1980.
(25 marks)

(TOTAL : 50 MARKS).



TEST ACQZ.

Plant. fill in:

m m

0.9. HA 127346

nmm :53:

0.9. EO026

(Obt ai nobl o from your Progranme of Studies)

Nov attach YOUR ANSVERS to this coupon, cutting along the
dottod |ines as shown, and post to the address appearing on
your Progranme of Studies.

Your corrected script will be returned with a guide to the
onsvora. 16 395
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