SPCS Form 4

Principles of Accounts

Notes on Chapter 14

Cash Discounts and Three-Column Cash Book
14.1 Cash discounts (introduction)

It is a common business practice for a firm to allow a discount to trade debtors when they pay their accounts promptly.  For example, if B Limited owes A Limited $10,000 for goods purchased, A Limited may allow a 2% discount to B Limited if B Limited settles its account within two weeks.  That is to say, B Limited needs to pay only 98% of the owing amount: $9,800.  It should be noted that the granting of a cash discount is not obligatory.  It may be granted to encourage immediate payment of an account.  It is merely a matter of a firm’s policy.  

14.2 Discounts allowed and discounts received

For the purpose of recording the cash discounts allowed and discounts received, we have to add an extra ‘discount’ column to the cash book on both the payments side and the receipts side respectively.

New Terms:

Cash discounts

- an allowance given to customers for speedy payment.

Discounts allowed

- a reduction given to customers who pay their accounts within the time allowed.

Discounts received

- a reduction given to a business by a supplier when the business pays its account within the time allowed.

14.3 Three-column cash book

The cash book now has three analysis columns on the payments and receipts sides respectively: ‘cash’, ‘bank’, and ‘discount’.  A cash book designed in this format is called a ‘three-column cash book’, which would appear as follows:

Format
	Mr. Chan

	Cash Book

	Date
	Particulars
	Discounts allowed
	Cash
	Bank
	Date
	Particulars
	Discounts received
	Cash
	Bank

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	


14.4 Cash discounts (detail)

Cash discount is the discount given to customers to encourage them to pay their accounts promptly.  The firm will accept a lesser sum in full settlement, providing payment is made within a specified period of time.

(a) Accounting effects of granting cash discounts
When a creditor grants a cash discount to a trade debtor, the discount granted (discount allowed) is an expense to the creditor, as he will receive less from the debtor.  On the other hand, the discount received by the debtor is a gain (revenue) to him, as he is allowed to pay less to settle his account.

In the books of the creditor who allows the cash discount, the entries would be:

Dr:
Discount allowed (an expense account)

Cr:
Debtors

In the books of the debtor who receives the cash discount, the entries would be:

Dr:
Creditors

Cr:
Discount received (a revenue account)

Example 1

Jan 5
Sold goods to Mr Wong $1,000.  If he can settle his account within 2 weeks, a 2% cash discount will be given.

Jan 10

Mr Wong paid his account.

	Mr. Wong

	Date
	Particulars
	$
	Date
	Particulars
	$

	Jan. 5
	Sales
	1,000
	Jan. 10
	Discounts allowed
	20

	
	
	
	Jan. 10
	Cash
	980

	
	
	1,000
	
	
	1,000

	
	
	
	
	
	


	Discounts allowed

	Date
	
	$
	Date
	
	$

	Jan. 10
	Mr. Wong
	20
	
	
	

	
	
	
	
	
	


(b) Balance the discounts column at the end of each month
Discount columns in cash book do not form part of the double entry.  They are just a memorandum column only.  At the end of the month, the total of the discounts allowed column (on the receipts side) should be entered to the debit side of the discount allowed account in general ledger.

The total of the discount received column (on the payments side) should be entered to the credit side on the discount received account in general ledger.

(c) Cash discount vs. trade discount
The discounts (both discounts allowed and discounts received) are entered in the discount columns as discounts only.  All the trade discount should have been deducted before the net amount is entered (no entry is required to record the amount of trade discount given or received).
Trade discount is a special discount given by the seller to the buyer who buys a large quantity of goods.

Example 2

Dec. 10

Cash purchase $1,000 with 5% trade discount

Dr:
Purchases $950

Cr:
Cash $950

	Cash Book

	Date
	Particulars
	Discounts allowed
	Cash
	Bank
	Date
	Particulars
	Discounts received
	Cash
	Bank

	
	
	
	$
	$
	
	
	
	$
	$

	
	
	
	
	
	Dec. 10
	Purchases
	
	950
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	


Example 2

Feb. 14

Bought goods $1,000 on credit from ABC Company, with 5% trade discount.



One week later, we paid ABC Company, with 2% discount received.

Dr:
Purchases $950

Cr:
ABC Company $950

	Purchases

	Date
	Particulars
	$
	Date
	Particulars
	$

	Feb. 14
	ABC Company
	950
	
	
	

	
	
	
	
	
	


	ABC Company

	Date
	
	$
	Date
	
	$

	Feb. 21
	Bank
	930
	Feb. 14
	Purchases
	950

	Feb. 21
	Discounts received
	19
	
	
	


	Cash Book

	Date
	Particulars
	Discounts allowed
	Cash
	Bank
	Date
	Particulars
	Discounts received
	Cash
	Bank

	
	
	$
	$
	$
	
	
	$
	$
	$

	
	
	
	
	
	Feb. 21
	ABC Company
	19
	
	930

	
	
	
	
	
	
	
	
	
	


14.5 Bank overdraft 

By agreement and usually by receiving some guarantees or securities from the owner of the current account, a bank may allow the owner to overdraw his account up to a certain amount.  The amount is called the overdraft limit.  If a cheque is issued for a greater amount than the balance of the current account, the deficit is an overdraft.  An overdraft is the amount owing to the bank, and is therefore a liability to the account owner.  When there is an overdraft, the current account will show a credit balance in our cash book.

(a) Dishonoured cheque
There are several reasons for a cheque to be dishonoured:

1. The drawer may have insufficient fund in the bank account.

2. The cheque has been written for over six months.  It is a stale cheque.

3. Words are different from the figures on the cheque.

In such a case, the cheque would be dishonoured.  The bank would write on the cheque “refer to drawer”.

In all of these cases the bank would show the original banking as being cancelled, by showing the cheque paid out of our bank account.  As soon as this happens, the bank will notify us.

Example 5

On June 17, Mr. Chan pays us $950 by cheque, with $50 cash discount.

Dr:
Bank





Dr: 
Discount allowed account

Cr:
Mr. Chan’s personal account


Cr: 
Mr. Chan’s personal account

	Cash Book

	Date
	Particulars
	Discounts allowed
	Cash
	Bank
	Date
	Particulars
	Discounts received
	Cash
	Bank

	
	
	$
	$
	$
	
	
	$
	$
	$

	Jun. 17
	Mr. Chan
	50
	
	950
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	


One week later, Mr. Chan’s cheque was found to be dishonoured.

Dr:
Mr. Chan’s personal account


Dr: 
Mr. Chan’s personal account

Cr:
Bank





Cr: 
Discount allowed

14.6 Exercises 

CASH_BK03

William is a trader who records all his cash and bank transactions in a three-column cash book.  For the month of April 2002 his transaction were as follows:

Apr 1

Cash in hand $43.  Cash at bank $449

Apr 6
Received a cheque for $55 from A Young in full settlement of a debt of $60.  The cheque was paid direct into the bank.

Apr 9

Paid by cheque ($37) the amount due to H Hung ($40) being allowed discount of $3.

Apr 16

The cheque for $55 received on 6 April was returned to A. Young by his bankers as unpaid.

Apr 19

Paid into bank the sum of $80.

Apr 26

Paid salaries by cheque $88.

Apr 27

Cash sales $400 with 10% trade discount.

Required:

Enter the above transactions in William’s cash book and on 30 April 2002, carry down the balances.  Draw up the discount accounts.

CASH_BK04

You are to write up a three-column cash book for M Pang from the details which follow.  Then balance off at the end of the month and show the discount accounts in the general ledger.

May 1

Balances brought forward:  Cash in hand $758; Bank overdraft $1,470

May 2

Pang pays further capital into the bank $1,000.

May 4

Banked cash $200.

May 8
The following firms paid us their account by cheque, in each case deducting a 5% discount:  L Young $80, H Tung $220.

May 14

Cash purchases $700 with 5% trade discount.

May 10
We paid the following by cheque, in each case deducting 2.5% cash discount: C Wing $240. T Tai $300.

May 18
The cheque received from H Tung was returned by bank as dishonoured.  Bank charge of $50 was incurred.  

May 25

Cash sales $1,200.

May 28

We bank all the cash in our possession except for $100 in the cash box.
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