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Accounting Concepts and Applications: introductory theory and practice
(4th edition) provides a sound basis for students to learn the essential
introductory theory of double-entry accounting and to put it into practice
through a range of graded exercises. It has been written by practising
accounting teachers and accountants who have both classroom and
industry experience.

The user-friendly page layout and language level will help students to
gain a comprehensive understanding of the theoretical concepts and
practical applications of accounting in both manual and computerised
systems. The logical progression of topics follows the Queensland Studies
Authority (QSA) Accounting Senior Syllabus 2003 (amended 2006). This
provides an excellent structural framework for teachers of Years 11 and
12, or for introductory accounting courses in a post-secondary setting.

The Accounting Concepts and Applications Solutions and Teacher
Resources (4th edition) CD-ROM supports the textbook and provides
answers to all the theoretical and practical questions in the student text.
The teacher resources include ready-to-use overheads, handouts,
summaries, review sheets and additional exercises. Standard accounting
proformas are provided (free of copyright) so that teachers can provide
their students with extra assistance when completing practical and
theoretical tasks. This enables more efficient and effective use of class time.
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How to use this book

Each chapter begins with the ANU strategy: ‘Already know, Need to know,
Using this knowledge’. This strategy highlights the developmental nature
of the subject and enables students to connect the knowledge from
previous chapters with new concepts introduced.

Objectives of accounting are highlighted for each new part in a chapter
to clearly link the areas of study with the fundamental accounting
functions

Learning objectives based on the requirements of the QSA syllabus are
provided at the beginning of each chapter. They are also referred to
throughout the text when the relevant subject matter is first introduced.

Understandings, directly from the areas of study in the syllabus, are
provided at the conclusion of each chapter. They form a summary of the
content that has been covered in the chapter.

Accounting vocabulary is highlighted at the beginning of each chapter to
familiarise students with the terminology that will be encountered in the
topic. These terms are fully explained in clear definitions that appear with

Q a symbol, then consolidated at the end of the text in a comprehensive
glossary — a useful reference for revision.
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Other learning supports include worked examples using both T and
columnar ledger styles, tabular presentation of information, helpful hints,
and clear steps outlining accounting procedures. Techniques requiring
several stages or steps are summarised and displayed with a step symbol.
Each new stage has a step symbol to indicate where students are up to.

Language education features prominently throughout exercises in each
chapter. Chapter 9 is entirely devoted to language education, outlining a
developmental approach to assist students in practising their writing
skills. Many genres are modelled, including memorandums, letters and
reports. Clear guidelines for the development of non-written
presentations and strategies for planning are also provided. A symbol
next to exercises indicates where techniques demonstrated in the
language chapter can be put into practice.

The Common Curriculum Elements (appropriate to accounting) that
form the basis for the Queensland Core Skills Test (Year 12) are
incorporated in exercise tasks. These terms are clearly explained in the
language chapter.

Computer applications are applied where appropriate. Chapter 15 guides
students through using an accounting package. Illustrations of
spreadsheet activities provide clear reference points to help students
perform computerised applications within an accounting context.

References to accounting standards are included to familiarise students
with their applicability to the accounting profession in Australia.

Margin notes provide commentary or special notes on the concepts and
applications at relevant points, as well as cross-references to other parts
of the text.

Review and practice questions are located throughout the text to allow
students to consolidate their newly acquired knowledge. Exercises are
cross-referenced in the text and provided at the end of each chapter in a
distinctive coloured section. The exercises are graded with stars — one
star means least difficult, and three stars indicate the most challenging
exercises. All text exercises, as well as additional exercises, are available
on the student CD-ROM, enabling students to print questions as
required.
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Already know e That accounting is a discipline that can be studied
e That accountancy is a profession

Need to know e Definition of accounting
e About the accounting profession in Australia
e Factors impacting on accounting

Using this e Accountants provide information for decision-making

knowledge e Helps to evaluate the performance of a business
through the application of accounting standards

e Accountants are accountable for their actions to the
professional body of which they are a member

ACCOUNTING VOCABULARY

Accounting Institute of Chartered Accountants in
Accounting bodies Australia

Accounting standards Interested parties

CPA Australia International accounting standards
Ethical conduct National Institute of Accountants

Financial reports

Learning objectives

After completing this section, you should be able to:

define ‘accounting’

recall the objectives of accounting

recall the names of the main professional bodies in accounting in Australia
identify the broad sectors of the community in which accountants work
understand what is meant by the term ‘accounting standards’

understand why it is important for accountants to act ethically

recognise the opportunities available for accounting graduates

0N O HhON=

discuss the factors impacting on accounting today.

The discipline

Learning objective 1

To understand the discipline of accounting, we first need to define accounting and
discuss what accounting involves. We will then consider accounting as a profession.

Defining accounting

Accounting is an information system. It is the language of business. This language
communicates information about business enterprises to interested people to
enable them to make business and financial decisions.



Accounting - the discipline and the profession a .

— Accounting is the process of identifying, measuring, interpreting and
w communicating financial and other information to interested parties.

Learning obiective 2 DDj@Ctives of accounting

There are three principal objectives of accounting, as shown in [1.1]. Accounting
is performed for one or all of these three reasons.

[1.1] Objectives of accounting

To assist in
discharging accountability

To provide information for
decision-making

To help in
evaluating performance

Provide information for decision-making

Accounting communicates information in two ways:
¢ through financial figures that are produced from the data collected
e through the written reports that accompany these figures.

Interested parties use accounting information to make informed decisions
about the current and future directions of an enterprise. Informed decisions can be
made only with access to reliable, relevant and timely information. This
information may be available from the financial reports of an enterprise.

> Financial reports are classified summaries of an enterprise’s financial standing,
Q/ expressed in monetary terms and used in decision-making.

Parties both internal and external to the business organisation are users of
information provided by accountants. Table [1.2] describes different users of
accounting information and suggests some decisions they might need to make
based on accounting information.

Assist in discharging accountability

One of the roles of the accountant is to ensure that proper control measures are in
place. Wherever there is an opportunity for an error to be made or dishonesty to
occur, controls are needed. Otherwise the information gathered from that part of
the organisation might be inaccurate in some way. For example, the accountant
needs to know the value of the cash collected in the enterprise during the day. This
figure must be accurate. A control measure needs to be in place to ensure that the
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[1.2]
Users Examples of decisions
Management/owners Owners Constantly making decisions on the operations of the
Executives organisation. Are we meeting planned objectives?
Directors Should we expand? How will we finance this
Managers expansion? Do we need more employees in this

section? What will it cost to give employees a pay rise?

Resource providers

Lenders (e.g. banks)

Is the business in a stable position to borrow and to
subsequently repay borrowings and pay interest on the
borrowings?

Creditors Is the business a good credit risk? Does it have a good
reputation for paying its accounts regularly? Does it
have access to sufficient cash to enable it to pay
its account on time regularly?

Employees Is the employer able to pay wages and salaries in the

future? Is there an incentive for employees to share in
ownership through share schemes?

Government

Australian Taxation
Office (ATO)

How much profit has been earned by the business, and
how much tax is payable either by the owner/partners
or by the company?

Australian Securities
and Investments Commission

Is the enterprise complying with the requirements of
laws applying to companies in Australia?

Other government
departments

In overseeing a particular industry, is the business
complying with various requirements (e.g. workplace
health and safety requirements, pollution output,
equal opportunity provisions)?

Other interested parties

Investors — current
and potential

Is this enterprise worth investing in? Does it show the
potential for growth? Is it well managed?

Labour unions

Is the business that employs the workers we represent
providing the required worker entitlements?

Print/electronic
media

Is there information about issues of interest that
should be reported to the public (e.g. Coles Myer’s
decision to abandon its shareholder discount card)?

Special interest
groups

Is there an infringement of environmental rights that
should be investigated and made public?

Being ‘accountable’
means being
responsible for
something.

cash in the cash register drawer matches the figure recorded on the cash register
tape summary. The employee who operates the cash register is held responsible for
ensuring that these two values agree.

Controls leading to accountability act as a protection device for all honest
people within any organisation. They also allow checks to be made before the
figures are used in the next stage of financial analysis. Accountability must run
through the whole organisation so that all interested parties can rely on the
information produced by the organisation.

Help in evaluating performance

Evaluation of performance is carried out both internally and externally, and
different accounting reports are prepared to assist users with this task. Financial
reports assist with the identification, measurement, interpretation, analysis and
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Internal reports are communication of financial information. Analysis of the reports is usually the role
often klno""” as of the accountant. The information enables a business to evaluate its financial
special reports, . . . . . .. . . .

. P situation based on its past performance. Financial analysis is the investigation of

whereas reports . . . .
prepared for extarnal the reports to enable a business to assess its past, present and possibly its future

users are sometimes ~ performance.

called general For example, within a business, a manager uses an internal report called a cash
purpose financial budget to forecast the cash to be received and the amount of cash that will be
reports.

required for payments. When the actual cash is received and paid, the totals can be
matched against what was forecast and any variance can be investigated. This
helps to control a very important element of any business: its cash.

External users such as lending institutions and investors will be interested in
the financial performance and position of a business. External reports called an
income statement (which indicates the profitability of the business) and a balance
sheet (which indicates the worth of the business) are prepared at the end of a
financial year. Financial performance can be evaluated in comparison with its
forecasted performance targets, the performance of previous years and the
profitability of competitors.

The profession

The accounting profession in Australia

Learning objective 3~ Accounting, like other professions, has professional associations. Known as
professional bodies, they regularly monitor the rules and standards that govern set
practices. They also represent accountants in negotiations and consult with other
bodies on behalf of their members. For example, the professional bodies would be
consulted by the Australian Taxation Office about any new tax laws that have an
impact on businesses, such as the goods and services tax (GST).

The three main accounting bodies in Australia are:

<www.cpaaustralia.
com.au>

CPA Australia Ltd (CPA Australia)

The Institute of

Institute of Chartered Accountants in Australia (the Institute) @ Chartered Accountants

in Australia

<www.charteredaccountants.
com.au>

A\l
NATIONAL

INSTITUTE OF
ACCOUNTANTS

<WwWw.nia.org.aus National Institute of Accountants (NIA).

Members of the Institute are known as chartered accountants, while members
of CPA Australia are known as certified practising accountants. Members of the
National Institute of Accountants identify themselves as members of the National
Institute of Accountants. Graduates of recognised university courses can undertake
postgraduate study with these organisations to qualify for membership. Members
may work in the private, public and government sectors.

Accountants in the community

Learning objective 4 The accounting profession can encompass various fields of accounting, including
auditing, company accounting, taxation, finance, cost accounting, budgeting,
management advisory services, accounting information systems and government
accounting, insolvency, e-business, financial planning and international
accounting.
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Auditing is the
process by which
independent expert
opinion is sought on
the validity and
accuracy of the
accounting records.

Refer to chapter 19.

e Private accounting refers to accountants employed in non-government
enterprises who are responsible for assisting managers in planning and
controlling operations. The head of the accounting function is usually referred
to as the financial controller or chief accountant. Duties of an accountant in
this field include finance, auditing, management, budgeting, taxation,
company accounting and accounting systems design.

e Government accounting refers to accountants within the various levels of
government who ensure that financial regulations and procedures are
followed. Their role is similar to that of an accountant in private accounting but
they work for a government department instead of a commercial organisation.
They also prepare reports required by the empowering bodies and elected
representatives.

e Public accounting refers to accountants who are employed by firms
committed to providing an independent, professional service to the public.
Generally there are a number of divisions within these firms, including
auditing, management advisory services and taxation.

Accounting services are even more diversified than in previous times. With
many combined degrees (for example, commerce/law, IT/business) now being
offered at various universities, accounting firms that employ graduates with such
qualifications are able to offer a wide range of services to their clients.

One growing area of specialisation in accounting is forensic accounting. This
field of accounting is where accountants provide support to the legal profession,
giving expert opinions in a court of law. Although accountants have performed this
work for a long time, the complex and sophisticated nature of business
transactions in the modern world gives rise to more complex white-collar crime.
Skilled investigators are required to delve into the information available and find
evidence of a fraudulent or criminal nature. This is called forensic accounting.

Accounting standards

Learning objective 5

7

International
accounting standards
are discussed on
page 12.

Accounting standards ensure a uniform approach in their daily practice by
accountants who are members of the profession in Australia.

Accounting standards are rules, practices and procedures with which members of
the accounting bodies must comply.

The setting of Australian accounting standards has been restructured due to
the implementation of the Commonwealth government’s Corporate Law
Economic Reform Program (CLERP). The ‘new’ Australian Accounting Standards
Board (AASB) has been reconstituted as a Commonwealth authority. It supersedes
the former AASB and the Public Sector Accounting Standards Board. The board
reports to the Financial Reporting Council, which has been established to oversee
the accounting standards setting process. The new Australian Accounting
Standards Board sets the accounting standards for all enterprises that are required
by law to report their results publicly in Australia.

Before June 2000 there were two sets of standards, but these were replaced by
AASB standards that apply to all entities. Since 1 January 2005, Australia has
adopted a set of accounting standards common to the accounting profession
worldwide. These are known as international accounting standards, or IASs.
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Ethical conduct

Learning objective 6 Ethical conduct is demanded of the accounting profession. Accountants have a
fiduciary duty to their clients because they tend to their monetary affairs and are
trusted to do so with honesty and professionalism. Therefore, the public in general
has high expectations of the standard of moral behaviour in professions such as
accountancy. This is because accountants are entrusted with sensitive information
about individuals and their businesses or companies, especially with relation to
profits and taxation.

The ICAA, CPA Australia and NIA have established a code of ethical conduct for
their members. They require members of these bodies to uphold the ethics and
standards set down in the various regulations. The common fundamental principles

Integrity involves trust o which the professional bodies base their codes of ethics are:

and honesty.

o S e integrity e compliance with standards and
Acting with objectivity T . . .
in this professian objectivity and independence other guidelines
means nat being ¢ confidentiality e upholding the image of the profession
biased. e professional competence e the public interest.

Opportunities for accounting graduates

Learning objective 7 Study in accounting is often the springboard for a range of diverse and varied
careers in the business world. Not all accounting graduates move into strictly
accounting roles; however, because of their understanding of the important
financial functions of business, they are well placed to take on managerial positions
in a variety of businesses. Accounting skills are very portable and Australian
accounting qualifications are highly regarded around the world. The large public
firms are generally international firms with offices in many capital cities overseas,
thus giving their employees opportunities to gain experience internationally.

a What is ‘accounting’? Define this term.
b What are the objectives of accounting?

Who are the parties likely to be interested in the information provided by
accounting?

d Why is it important that control measures be in place in a business?

e How is evaluation of performance achieved through the provision of
accounting information?

f What are the processes that accounting uses to provide information for
informed decision-making?

g What are the names of the three main professional accounting bodies in
Australia?

h What principles bind members of the professional accounting bodies to
ensure that they act with propriety for clients and the public?

. ses 1.1 to 1.8, pages 109-11
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Factors impacting on accounting

Learning objective 8

See <www.asic.gov.au>.
See <www.ato.gov.au>.

Sales tax was
generally paid when
goods were sold by a
manufacturer or
wholesaler to a
retailer and applies
only to certain goods
manufactured in or
imported into
Australia.

To understand accounting as a discipline (a body of knowledge) and the people
who work in the discipline (the profession), we must consider the factors that are
influencing the development of the discipline today and into the future.

Accounting is undergoing radical change due to the effects of globalisation and
technology. Changing social expectations relating to business conduct, particularly
in the light of serious corporate collapses in the early 2000s, also affect the
profession. Legal implications and economic trends also influence decisions,
which inevitably have an impact on accounting practices.

Legal implications
One of the roles of government, carried out by representatives elected by the
people, is to set and revise laws. These laws reflect societal interests. Accounting is
subject to these laws, and one facet of the role of the accountant is to ensure that
all activities within the enterprise comply with the relevant laws.

Some of the more familiar laws that influence accounting procedures are:

o the Corporations Act e taxation law (including GST
administered by legislation)
the Australian Securities and e partnership law.

Investments Commission (ASIC)

The ‘new tax system’ came into force in Australia on 1 July 2000. A major element of
it was a goods and services tax (GST). GST is a broad-based tax of 10% on the
supply of most goods and services consumed in Australia. It is therefore called a
consumption tax. In addition, changes were made to income tax, and sales tax was
abolished on most goods.

The impact of GST on accounting has been significant. Businesses became the
collection point for this consumption tax. Therefore, it became imperative that
they have good record-keeping systems.

Technological trends

Technological advances have revolutionised the procedures for recording financial
information. An increased obligation for record-keeping was imposed on businesses
through the implementation of the GST. Therefore, when GST was introduced, many
small businesses took the opportunity to convert their manual systems to
computerised systems. Accounting software packages have reduced the burden to
some degree. One of the benefits of this trend is that fewer small businesses are
keeping inadequate records, which are known to be a major cause of business failure.
It is essential that students of accounting have a good understanding of the basic
principles on which accounting is based and on which computerised accounting is
subsequently based.

Accounting packages are sophisticated software tools with facilities to import and
export data from other databases and spreadsheets and to present reports in many
forms, including a graphical format. Users of accounting information recognise that
accounting records contain valuable information that needs to be accessible in a clear
and concise manner. Technology aids this process.

Business is now global. The rapid adoption of the Internet by business for
e-commerce as well as information distribution is a clear example of how technology
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Companies limited by~ has impacted on business. A joint venture of CPA Australia and the ICAA is a company
guarantee are a limited by guarantee, XBRL Australia Limited. This company has been formed to
special type of public g ¢ilitate the development of an international business reporting language called
Z%rlg)any regulated by Extensible Business Reporting Language (XBRL).
Just as HTML is the ‘language of the Internet’ and is embedded in web pages,
similarly XML (Extensible Markup Language) has been developed to format or
‘markup’ business reports using the Internet to allow them to be read across a
range of platforms (Microsoft, UNIX and so on).

Economic trends

Accounting requires decision-making, and decision-making implies that choices
have to be made. Such choices are made within the national and international
economic climate of the time. In business, enterprises must consider issues such as
price structures, political stability, the possibility of recession and/or high growth
periods, the value of the Australian dollar, the future demand for goods and
services and long-term viability. All these economic trends affect the accounting
decision-making of business owners.

Social expectations

Since employers have been required to make superannuation contributions on
behalf of their employees, many more Australians have become interested in
investments. There has always been, and is increasingly, a societal expectation that
the investments held by the public will be secure. Public accountants, especially
auditors, have a special duty (a fiduciary duty) to ensure that the information
presented about the financial records of companies (in which public money is
invested) is reported truthfully and in accordance with Australian accounting
standards.

Corporate collapses

The four main corporate collapses in Australia in 2001 (HIH, OneTel, Ansett and
Harris Scarfe) — together with the collapse of the very large, high-profile US
companies Enron and WorldCom - have served to undermine public confidence in
the ability of financial reports to indicate to shareholders, financial analysts and
other interested parties that the enterprise is in financial difficulty. Accountants
and auditors are implicated in these collapses. Their role is to ensure that ‘a true
and fair view’ is reported to the public. Greg Larsen, CEO of CPA Australia in 2002,
commented on the role of accountants and auditors in his address to the
International Forum on Professional Ethics:

With each successive collapse here in Australia and overseas, audit firms were
increasingly held to account and were deemed rightly or wrongly to have failed in
their role as the investors’ safety net.

As formal investigations have progressed, understanding of the responsibility for
flawed public accounting practices and ‘fudging the accounts’ has broadened. The
public’s sense of betrayal at the hands of company auditors has not diminished, but
the public is now also questioning the underlying integrity of business leaders,
company directors and senior managers. There is a dawning recognition that all
were complicit to a degree and all need to lift their game if they are to redeem
themselves in the eyes of investors and the broader public ...
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And the message is to broader audiences than just investors. Investors, employees,
business partners and governments are questioning their business environment and
especially the credibility of core functions such as auditing and accounting.

Source: Larsen, G 2002, ‘The way forward after Enron’s collapse’, presentation to
the International Forum on Professional Ethics, Beijing, 26-27 August.

Such large corporate collapses put a spotlight on accounting, so regulators try
to address the concerns of the public by tightening the safeguards already in place.

Globalised accounting standards

The globalisation of business has brought the need for a ‘common language),
international accounting standards. Universally accepted accounting practices
and financial reporting structures are being discussed, and Australia is
participating in key international forums such as the International Accounting
Standards Board (IASB) and the International Federation of Accountants (IFAC).
Australia adopted international accounting standards on 1 January 2005. Although
global standards seem sensible, the road towards them would appear to have been

long and rocky, as Glenn Cheney outlines in the article in [1.3].

[1.3]

The dream of a common language

Glenn Cheney reports on the rocky road towards globally
accepted accounting standards

he babel of financial statements
accepted by the world’s stock
exchanges are enough to drive
investors, not to mention accoun-
tants, crazy. Brazil insists that its own
standards be used. Germany will
accept its own or those of the
International Accounting Standards
Board (IASB). Australia allows only
foreign companies to use IASB
standards. Bangladesh requires all
companies to use IASB standards.
Cayman Islands accepts the standards
of the US, the IASB, the UK, Canada,
and others considered equivalent.
And then there’s the United States.
The US currently requires
domestic companies to meet the
generally accepted accounting
principles (GAAP) set by the Financial
Accounting Standards Board (FASB),
the American Institute of CPAs

(AICPA), and the Securities and
Exchange Commission (SEC). Foreign
companies may file under IASB
standards if financial statements
include a reconciliation disclosure.
That’s a rather reluctant acceptance of
IAS, one echoed in a few other
countries. It's a reasonable halfway
step. The next step, however, is a leap,
and not an easy one.

The EU plans to take the leap in
2005. Its member nations still accept
various combinations of IASB, US,
UK, and local standards, but with
three years left to plan, the shift to IAS
shouldnt be too difficult for
companies or their auditors.

The difficulty was in the decision.
The US, without which international
standards will be of limited global
value, has just begun to consider that
decision ...

Despite its reluctance to adopt
IAS, the US has been actively trying to
harmonise its standards with those of
the IASB ... FASB now makes every
effort to approximate any existing
international standard or the
standards held by other nations ...

Extending that  worst-case
scenario, we could see the EU
adopting IAS, the rest of the world
following suit, and the US isolated
with its own standards, surviving
more by its economic power than the
accessibility of its markets. The
question then is whose companies
will suffer more, America’s or the rest
of the world’s? The answer may well
determine  whose  accounting
standards prevail.

Source: Extract from Cheney, G 2002,
Australian CPA, March.



Accounting - the discipline and the profession m-

Review & . 2

practice

a What are the main factors influencing accounting in today’s world?

b What major change did the accounting profession implement across the
globe by 20057

¢ When did Australia adopt international accounting standards?

d Why has society a high expectation of the professional behaviour of
accountants and, in particular, auditors?
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Already know e That business needs accounting to assist with its
finances

e That people own their own businesses

e That accounting provides information to interested
parties

e That various factors impact on accounting

Need to know e The concept of a sole trader enterprise
e Accounting entity assumption

Using this e Accountants provide information for decision-making
knowledge on the structure and legal status of the business

* Helps to evaluate the performance of a business
through the application of the fundamental
assumptions of accounting
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trader businesses

ACCOUNTING VOCABULARY

Accounting entity assumption Sole trader
Legal entity Trading-type business
Limited liability Unlimited liability

Service-type business

Learning objectives

After completing this section, you should be able to:
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1 understand that accounting is based on some fundamental assumptions

2 understand the accounting entity assumption and its application to a sole
trader

3 understand the legal status of a sole trader and, in particular, the concept of
unlimited liability

4 apply the accounting entity assumption to service and trading businesses.

Accounting assumptions

Learning objective 1~ Assumptions are concepts, rules and/or regulations on which all other decision-
making is based. The discipline of accounting is based on a number of
assumptions that all accountants accept and agree to follow. These concepts, rules
and regulations allow for uniformity in financial records. The assumption that will
be covered in this section is the accounting entity assumption, and it will be
applied to a sole trader enterprise.
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Sole trader

One structure of business ownership is a single-owner enterprise called a sole
trader.

;\7 A sole trader is a person who is the only owner of a business.

A sole trader is not a legal entity in its own right. This is because the law does
not discriminate between the person and the business. This is different for private
and public companies which, in the eyes of the law, are considered entities in their
own right, separate from their owners.

Accounting entity assumption

Learning objective 2 When we record financial information for a business, a basic assumption in
accounting is that the owner is treated separately from the business. This is the
essence of the accounting entity assumption

;\, The accounting entity assumption presumes that a business enterprise (entity) has
an existence separate from the private financial affairs of its owner/s.
An ‘entity’ can be This means that the owner and the business are separate accounting entities.
someone or All accounting information is kept from the point of view of the business. The
something. owner’s private financial affairs do not appear in the accounting records of the
business.

The accounting entity assumption is in direct contrast to the concept of legal
entity as it applies to a sole trader.

Legal entity

Learning objective 3 A person may choose sole trading over other types of business ownership, such as
partnership or a private company, because a sole trader business is inexpensive
and easy to establish. Sole traders are entitled to all the profits of their business
enterprise, but a major disadvantage is that they are also solely responsible for all
debts.

In the eyes of the law, a sole trader and the business are considered to be the
one entity. As one legal entity, the owner is responsible for the actions and debts of
the business.

Should the business wish to engage in a contract such as borrowing money
from a bank in order to expand, the bank does not have the name of the business
on its legal documents. Instead, the name of the sole trader is used. The sole trader
enters into a legally binding agreement, not the business. If the business wishes to
sue a supplier for loss of profits due to a strike, then the sole trader must take the
action — the business may not.

Unlimited liability versus limited liability

The practical application of the legal status of the sole trader (the notion that the
sole trader and the business are the one legal entity) is this: if the business is unable
to pay its debts, then the sole trader is sued, not the business. This means that the
sole trader has unlimited liability.
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;—\7
Insolvent means not

able to meet financial
commitments.

L&t

Unlimited liability means that the owner of a business is personally responsible
(liable) for meeting any debts incurred by the business.

This legal requirement is a significant risk for the sole trader. It encourages sole
traders to conduct their business affairs in a responsible manner because their
personal belongings (such as their home) can be used to pay the debts of the
business should it become insolvent.

Limited liability, in contrast, means that the liability for the debts of the
enterprise is limited. This applies to owners of shares in companies. This is why
private and public companies must have the word ‘Limited” or its abbreviation
‘Ltd’ in their registered enterprise name.

Limited liability restricts the obligation of the investor, in the event of liquidation, to
the full extent of their investment in the company (that is, the total value of their
shareholding).

@ Helpful hints

Accounting entity: from an accounting perspective, the owner is sepa-
rate from the business regardless of the type of business ownership.
Legal entity: from a legal perspective, the sole trader (owner) and the
business are considered the same entity (that is, not a separate legal
entity).

Establishing a sole trader business

See <www.consumer.
gld.gov.au> for the
Office of Fair Trading.

Operating a sole trader business has several advantages:

e Starting the business is simple and inexpensive.

* Itrequires no legal compliance if the owner chooses to use his or her own name
as the business name.

Businesses such as Mick’s Mowing Service, Designer Gift Baskets and Ashmore
Computers, to be operated in Queensland by their respective owners, must have
their business name registered under the Business Names Act 1962. However, if
each of these businesses operated under the names of their owners — Michael Legg,
Kerri Cooper and Zac Heliopolis — then registration of the business name would
not be necessary.

Business names are registered by making application, with payment of a fee, to
the Office of Fair Trading, which is a department of the Queensland government.
Once the business name is registered, a bank account can be opened in the name
of the business, and the business name must be displayed in a conspicuous place
outside the business premises. The business name must also appear on letters,
invoices, receipts and other documents issued by the business.

In addition to registering its name, a sole trader business must register for the
GST if its annual turnover is greater than $75 000. To register for the GST, a sole
trader must also apply to the ATO for an Australian Business Number (ABN). An
ABN is a unique 11-digit number that identifies the business in Australia and in all
its dealings with the ATO. Having registered for the GST, the business must collect
GST when any goods or services are sold (except for GST-free items). In addition, it
can recover from the ATO any GST it pays for goods and services it acquired to use
in the business, which is an incentive for registration for the GST even if the
business is under the $75 000 threshold.
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Service and trading businesses

Learning objective 4 A service business sells services rather than products (for example, a pool
maintenance business). The following three case studies illustrate the concepts of

legal entity versus accounting entity.

Case study

Michael Legg, a sole trader, owns a
small business trading as Mick’s
Mowing Service. Michael's business
is a service business because he is
paid to perform mowing and gar-
dening services for clients. Shown
here is his business card.

Application of legal entity versus
accounting entity Michael s
Mick’s Mowing Service — the busi-

Lawns mowed
Edges trimmed
Rubbish removed

Tree stumps removed
Gardens weeded
Paths cleaned

MICK'S MOWING SERVICE

1"l mow, I'll trim, I'll remove the wall,
All'you do is give me a calll'

Michael Legg (Proprietor),
2312 Bay Terrace, Netherdale 4756

Phone: 0418 333 333 Free quotes 24 hours

ness. This is how a lawyer would view the business if at some time in the future the business
is sued. Michael's accountant, however, must look at the business in a very different light.

\When accounting for the business, Michael is considered separate from the business.

Michael's startup contribution of cash of $5 000, equipment valued at $2 000 and his
motor vehicle and trailer valued at $35 000, are totalled and it is said that he has a
$42 000 investment in the business. The items that make up the $42 00O are now record-

ed in the books of the business.

Michael also owns shares, a house and a second car. These are not included in the business’s
finances. This is an application of the accounting entity assumption on which accounting is based.

Michael’s contribution
to the business

In the records of the business,
the business now owns:

$5 000 cash
contribution

> Cash
$5 000

$2 000 contribution
of equipment

> Equipment
$2 000

$35000 contribution
of motor vehicle
and trailer

Motor vehicle and

P> | trailer $35 000

Michael’s investment in the
business is $42 000

—_ The business now has items worth
- $42 000
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Case study

Kerri Cooper owns an Internet-based business called Designer Gift Baskets:
<www.designergiftbaskets.com.au>

Kerri is a sole trader. Her business is a trading
business because she buys and then sells goods. In
Kerri's case, the goods (gourmet products, fragrant
gifts, fruit and other products) are packaged and then sold as a basket. This is then delivered
on behalf of the customer to the person nominated.

If Kerri wished to borrow money to expand her business, she
would need to enter into a formal contract with a bank. The doc-
uments are completed in the name of Kerri Cooper, not Designer
Gift Baskets. This is because the business itself is not a separate
legal entity in the eyes of the law — Kerri is the business. Kerri and
the business are considered the same legal entity.

However, our focus is on the accounting position. Kerri's
accountant must prepare the books for her business using
accepted accounting principles. One of the most important prin-
ciples is the application of the accounting entity assumption —
Kerri the owner is considered separate from her business in all
financial transactions.

Case study

Zac Heliopolis owns a business

called Ashmore Computers. On Zac Eﬁ.lic:fo"s

the right is his business sign,

which hangs outside his shop. Ashmore ComPUters
Zac, like Michael and Kerni, Computer Sales and Service — All brands

is a sole trader. Although Zac 0419 458 332

employs three other people in his

business, he is still a sole trader because he personally has made the investment in the business.
Zac'’s business has both a service and a trading component. Unlike Michael Legg, who

has a service that he sells, and Kerri, whose business is a trading business because she sells

goods (gift baskets), Zac's business sells goods (computers, software and accessories) and

services computers that need to be repaired or upgraded.

The distinction between a service business and a trading business has no
bearing on the ownership structure of the business, but it will affect the manner in
which Michael, Kerri and Zac record their business transactions. For example, Zac
might want to know how much of his business profits come from selling computers
as against servicing and repairing computers. In order to have access to this
information, he will have to structure the recording of information for his business
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to allow this information to be collected. Kerri and Zac will have a stock of goods for
resale and this influences the way in which they organise their business records.

@ Helpful hints

e Sole traders operate businesses as single owners.

¢ Trading businesses sell goods.

e Service businesses sell services.

¢ Some businesses have distinct trading and service functions.

Review & . 3
practice

a What is a ‘sole trader’?
b What are ‘accounting assumptions’?

¢ What is the critical distinction that the accounting entity assumption
makes?

d What does it mean to say that a sole trader and their business are one
legal entity?

Where can a business name be registered?
f Why does a sole trader have ‘unlimited liability'?

g How does one distinguish between a service and a trading business? Is it
necessary to distinguish one from the other?
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equation

Already know e The accounting entity assumption

Need to know e The nature of assets, liabilities, owner’s equity, rev-

enues and expenses
e The accounting equation

Using this e Accountants provide information for decision-making
knowledge through organising financial transactions based on

the accounting equation

ACCOUNTING VOCABULARY

Account Debit

Accounting equation Double entry

Accounts payable Expenses

Accounts receivable Inventories

Assets Liabilities

Business transaction Mortgage

Capital Owner’s equity

Cost of goods sold Revenues

Credit Transaction analysis table

Learning objectives

After completing this section, you should be able to:

1

11

understand that an account is a device used in accounting to record all
changes to a particular item

classify accounts into five different categories: revenue (R), expenses (E),
assets (A), liabilities (L) or owner’s equity (Oe)

use the accounting equation to express the relationship between A, L and Oe
accounts

show how the accounting equation is derived from the accounting entity
assumption

know that there is a twofold nature to every business transaction
state the rules on which accounting is based

explain how the rules of double-entry accounting are derived from the
accounting equation

complete a transaction analysis table showing the accounts involved in the
transaction and the necessary debits and credits

define ‘revenues’ and ‘expenses’

understand the relationship of revenues to the elements of the accounting
equation

understand the relationship of expenses to the elements of the accounting
equation.



Accounts

Learning objective 1

‘Account’ is often

abbreviated to éZ7/

‘a/c.

Learning objective 2

Revenue is also
called income.

97

The accounting equation a

and types of accounts

To understand the concept of the accounting equation, we first need to understand
that there are five categories of accounts. Accounting records are grouped into
these five categories or types of accounts.

An account is a device used in accounting.

An account is used to record all changes regarding an item. It acts as a summary
device.

There are five main types of accounts. They are: revenue, expense, assets,
liabilities and owner’s equity accounts. In order to classify these individual
accounts into these five categories, each type of account must be defined.

Revenue
Revenue is income earned by a business.

Examples of revenue accounts are listed in [1.4].

[1.4]
Account Description
Sales Revenue earned from the selling of goods in a trading enterprise

Sales returns (-R)

Goods returned to a trading enterprise or an allowance given for defective goods. This account is sometimes
called ‘sales returns and allowances’ or ‘sales allowances’ and is classified as a negative revenue account
that reduces revenue

Fees revenue

Revenue earned from the selling of professional services

Service revenue

Revenue earned from selling a service

Commission revenue

Revenue earned by promoting another business’s product or service

Interest revenue

Revenue earned due to the time value of money. This could be bank interest, interest from an investment or
interest charged on overdue accounts receivable

Rent revenue

Revenue from the letting of premises

4 2_7/

Expenses
Expenses are the costs incurred in the earning of revenue.

Examples of expense accounts are listed in [1.5].

[1.5]

Account

Description

Cost of goods sold

The expense to a trading business of purchasing goods for resale. This cost includes the cost of converting
purchased goods into a saleable condition and transporting them to the sale location — for example, customs

duty, freight and cartage inwards

Motor vehicle expenses Expenses incurred in operating a motor vehicle such as fuel, repairs and servicing

Rent or lease expense

Expenses incurred in renting or leasing business premises in which the operations of the business are
carried out

Salaries and wages

An expense incurred when engaging employees

Electricity expense

An expense incurred for using electricity in the business’s operations

Interest expense

An expense incurred due to the time value of money. This expense could refer to interest on borrowings
(loan) or interest charged on overdue accounts payable
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Assets

L7

Assets are items of value that are owned by a business.

Examples of asset accounts are listed in [1.6].

[1.6]
Account Description
Bank Cash held by the business in a bank account. If we draw more money out of the business’s

account than was in the account, a negative balance is recorded. This is called a bank overdraft.

Accounts receivable

Other people or organisations that owe money to the business because of sales made on
credit. The terms ‘debtors’ and ‘trade debtors’ are also commonly used

Inventories Items that are bought and sold by a trading business as its main source of revenue. The terms
‘goods’, ‘merchandise’ or ‘stock’ are also commonly used

Furniture Furniture owned by the business

Fittings and fixtures Shelves that have been installed in the premises to assist with the display of goods for sale

Motor vehicles

Vehicles owned by the business

Equipment Computers, machinery, or other items owned by the business that are used by the owner or
employees in the business

Buildings Buildings or premises owned by the business

Land Land owned by the business

Shares An investment that the business has in another company

Loan to another enterprise

Money lent to another enterprise as an investment

Goodwill The value of the reputation of the business, which is only valued when the business is purchased.
Liabilities
é;% Liabilities are amounts that a business owes to other people or organisations.
Examples of liability accounts are listed in [1.7].
[1.7]
Account Description

Accounts payable

People or organisations to whom the business owes money as a result of credit purchases. The
terms ‘creditors’ and ‘trade creditors’ are also commonly used

Loan

Money borrowed from a bank, financial institution or other source

Mortgage

A loan taken out by a business, which is secured by assets. If the business could not pay back the
loan, the assets would have to be surrendered (given back) to the lender

Owner’s equity

/27/

Owner’s equity is the value of any investment the owner has made in the business.

Examples of owner’s equity accounts are listed in [1.8].



The accounting equation @ 1

[1.8]
See the chart of
accounts on the inside These examples of assets, liabilities, owner’s equity, revenues and expenses are
front cover for a more  not comprehensive, and change from business to business. For example, furniture
detailed list. is generally regarded as an asset, but it would be considered an item of inventory

for a furniture trading business. Other accounts will be introduced throughout the
course of study.

The accounting equation

Learning objective 3 The relationship between three of these accounts — assets (A), liabilities (L) and
owner’s equity (Oe) — is known as the accounting equation. Although revenue and
expense accounts will be shown also to have a relationship with the accounting

The relationship equation, three types of accounts are shown explicitly in the accounting equation.
between revenues They will be the focus of this section.
and expenses, and This equation is like any other type of equation. The two expressions (sides)

their relation to the must be equal. The accounting equation is:
accounting equation,

are dealt with on

pages 33-6.

which represents:

The owner’s investment in the business is represented on the left-hand side of
the equation. The right-hand side of the equation represents the net worth of the
business (assets less liabilities). This is the essence of the business — its net worth.

It follows, then, that whatever the owner invests in the business, the business is
said to own. This, in turn, is what the business must return to the owner when the
business ceases to exist. Consequently, owner’s equity is seen as a special liability
of the business. Any money the owner has invested in the business will eventually
be repaid to the owner if, when the business is sold or closed, it is solvent (in a
position to pay all amounts owed).
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Learning objective 4

Oe=A-L
A=L+0e
L=A-0e

Review &

practice

Linking the accounting equation and the
accounting entity assumption

The accounting equation is derived from the accounting entity assumption. Recall
that this assumption states that the owner and the business are separate accounting
entities. The separation of the owner and the business is clearly seen when the
business’s net worth (A — L) is on one side of the equation, equal to the other side,
Oe (the owner’s contribution).

Just as equations can be rearranged, the accounting equation can be presented
in a different way (see [1.9]).

=u+@
T L

What the business 'owes'
to outside parties (liabilities)
and the owner (owner's equity)

[1.9]

What the is equal to
business owns

When presented with A = L + Oe, we can see that all the liabilities (those owed
to outside parties) and the amount owed to the owner are together on the right-
hand side of the equation. As the equation illustrates, total assets are equal to the
total liabilities in the business.

@ Helpful hints

The accounting entity assumption states that the owner and the business
are separate. From this assumption, the accounting equation Oe = A - L
can be derived. This equation shows, in an accounting sense, the separa-
tion of the owner and the business.

e The owner is represented by owner’s equity.

o If the owner’s investment is unknown, it is calculated using Oe = A - L.
o If the value of assets is unknown, it is calculated using A = L + Oe.

o If the value of liabilities is unknown, it is calculated using L. = A — Oe.

il

a What are the five main categories of accounts?

b What are the three types of accounts that make up the accounting
equation?

¢ How can the accounting equation be derived from the accounting entity

assumption?
d How do you express the accounting equation in three different ways?



Debentures are
loans made to
companies as an
investment for a
fixed term

EFTPOS =
Electronic Funds
Transfer at Point of
Sale
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e How would you classify each of the following accounts?

i  Accounts payable ix Buildings
ii  Mortgage x Land
ili  Equipment xi Accounts receivable
iv  Capital xii Shares in another company
v Debentures xiii Furniture
vi Loan from ABC Bank xiv Cash in hand
vii Motor vehicles xv Registered trademark
viii Bank
f Separate the items below into the correct columns with the headings as
shown:

Owned (assets)

Owed (liabilities) Owner’s investment
(Owner’s equity)

e Accounts payable

e Building o
e Cash on hand o
* Quarry site owned by e

a quarry business o
e \Web domain name o
e Equipment o
e Computers

Delivery vehicle e Capital

Bank e Land

Premises e Goodwill

Shares in ZXY Co e Furniture

Loan to B Friend e Accounts receivable

Mortgage on buildings ¢ Copyright of lyrics
Patent for product design ¢ EFTPOS equipment

ses 1.17 to 1.19, page 112

Twofold nature of business transactions

Business transactions have an effect on the accounting equation, and the role of
accounting is to record those changes. We can begin to understand the recording
process of accounting by observing the impact of such business transactions on
the accounting equation. Then we can develop rules on which the recording
process is based.

When a business transacts with either the public or another business, a
business transaction is said to have occurred. Transactions are said to have a
twofold nature because, no matter what the transaction, the equation will always
change in at least two ways. It will, however, always remain equal.

Learning objective 5

L7

A business transaction is a financial event that affects the elements of the
accounting equation.
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Effects of transactions on the accounting equation
(excluding GST)

GST is the goods and
services tax. The
impact of this tax will
be considered in
detail later in this
chapter.

Transaction analysis

‘Bank’ can also be
referred to as ‘cash
at bank’ or ‘cash’.

Transaction analysis

To make sense of the accounting equation, we will use Michael Legg’s business,
Mick’s Mowing Service, as an example. Assume that Michael began his business on
1 July 2009 and that the following transactions occurred:

Transaction 1
2009

1July  Michael begins his business, Mick’s Mowing Service, by depositing $5 000 cash
into a bank account in the name of the business.

By depositing cash into the business’s bank account, Michael, as the owner, is
said to have capital of $5 000. This represents owner’s equity, as it is a contribution
of cash to the business by the owner. The business owes this amount to Michael.
This amount would be paid to Michael if the business ceased to exist so long as the
business remained solvent.

Michael Legg’s Mick’s Mowing Service
bank a/c $5 000 bank a/c

Business bank account increases by
$5 000 and Michael’s ownership in
the business also increases by $5 000

As Michael, the owner, is putting $5 000 cash into the business:

e the business now has an asset, bank, of $5 000; therefore, bank (an asset)
increases

* capital (owner’s equity) increases.

Putting this scenario into the accounting equation as at 1 July 2009:

A = L + Oe
Bank = $0 + Capital
$5 000 $5 000

Transaction 2
2009
2July  Mick’s Mowing Service organises a loan of $20 000 from AMU Bank.

The result of this transaction is that Mick’'s Mowing Service receives $20 000
cash, which is deposited into a bank account in the name of the business.
Therefore:

e bank (an asset) increases.

The business also must record that it now has a loan, which must be repaid to
the lender. Therefore:
* AMU Bank loan (a liability) increases.



GST would be
applicable in this
transaction and will
be addressed later in
this chapter.

Transaction analysis

Transaction analysis

A cheque is treated
as cash in
accounting.

The accounting equation a

Putting this scenario into the equation as at 2 July 2009:

A = L + Oe
Bank = AMU Bank loan  + Capital
$25 000 $20 000 $5 000

Note that both sides of the equation are still in balance.

Transaction 3
2009

3July Mick’s Mowing Service pays cash for some equipment purchased for the
business. The total value of the equipment is $2 000.

* The asset ‘bank’ decreases, because cash is paid out to purchase equipment.
° Equipment, also an asset, increases, as the equipment is an item that the
business now owns.

Putting this scenario into the equation as at 3 July 2009:

A = L + Oe
Bank $23 000 = AMU Bank loan + Capital
Equipment $2 000 $20 000 $5 000

Note that both sides of the equation are still in balance.

Transaction 4
2009
4July  Mick’s Mowing Service purchases a second-hand trailer for the business

valued at $2 500. Michael pays ABC Co. a deposit of $500 cash and enters into
an agreement to pay the remainder of the debt at the end of the month.

This transaction has two parts, and the effect of each on the accounting
equation must be shown. Let us break it down:
* A deposit was paid. This means that the asset ‘bank’ is affected. Bank will
decrease by $500.
¢ The remainder of the amount owing will be paid at the end of the month. ABC
Co. is recorded as a liability called ‘accounts payable’ for $2 000, as Mick’s
Mowing Service owes ABC Co. money.
* The business, as a result of this transaction, now owns a trailer worth $2 500, so
assets will increase by $2 500. Therefore,
* the asset ‘bank’ decreases
* the liability ‘accounts payable’ increases
* the asset ‘trailer’ increases.

A = L + Oe
Cash $22 500 = Accounts payable + Capital
Equipment $2 000 ABC Co. $2 000 $5 000
Trailer $2 500 AMU Bank loan $20 000

Check: Is there still a balance between the two sides of the equation?
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a Determine the missing figure in each case:

Assets = Liabilities + Owner’s equity

i $9 000 = $6 000 + ?

HingEl e i $50 000 - ? + $20 000
various forms of

the accounting il $380 000 = $80 000 + ?

equation listed on iv ? = $120 000 + $200 000

page 24. v $100 000 = ? + $53 000

vi ? = $79 000 + $179 000

vii $83 000 = $30 900 + ?

viii ? = $40 000 + $95 500

ix $345 000 = ? + $125 000

X $78 900 = $25 100 + ?

xi $39 600 = ? + $32 400

b Fabiene Evans begins business by contributing the following assets:
$40 000 cash, $32 000 mator vehicle and $6 000 equipment. What is
Fabiene’s investment in the business?

¢ Mitch Grant’s business lists the following accounts: bank $3 000,
accounts receivable $4 000, equipment $40 000, owner’s equity
$25 000. Determine the value of the liabilities of the business and then
show how the accounting equation would appear for this business.

d Determine the value of assets, liabilities and owner’s equity for J Suen,
who has begun business as a travel agent: accounts receivable $4 900,
accounts payable $3 200, bank overdraft $6 800, equipment $10 00O,
building $150 000, mortgage on building $100 0O00.

e Trish Healy is a natural therapies consultant. She began business on 12
March 200S. Show the impact on the accounting equation of each trans-
action using the following table. (Repeat the accounts and their values for
each date.) The first entry has been completed as an example.

A = L + Oe

Mar 12  Trish Healy begins a business by depositing $33 000 cash into a bank account in the name
of the business
Bank = 0 + Capital
$33 000 $33 000

13 Borrowed $10 000 from her mother, Dot Murdoch
= AF

14 Bought furniture for the business on credit from Able-to-Furnish Ltd for $4 000
= +

15  Trish contributed some equipment she owned to the business. It is valued at $11 500
= +

16  Paid $2 900 cash for a new computer
= +
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Rules of debit and credit

Learning objective 6 Once we are familiar with the accounting equation, we can develop some rules to
follow when recording transactions and their effects on the accounting equation.
We do this under the umbrella of double-entry accounting.

The rules of debit and credit are derived from the accounting equation. The
elements of the equation are described as being of a particular nature. This means
that, just as we learn to know the arbitrarily determined convention of which is our
left hand and which is our right hand, so too in accounting we follow an arbitrary
convention and declare the elements of the equation to be of a prescribed nature.

When we make the fundamental assumption that assets are of a debit nature,
from this we derive from the equation that liabilities and owner’s equity are
opposite because they are on the other side of the equation. Hence, we assert that
L and Oe are both credit in nature.

Assets are said to be of a debit nature, whereas liabilities and
owner’s equity are said to be of a credit nature.

A = L + OE
Debit (Dr) Credit (Cr)
‘Dr* and Cr’ are Once we accept that types of accounts are of a particular nature, then we also
common use the words ‘debit’ and ‘credit’ as labels that help describe the notion of

abbreviations for
debit and credit,
respectively.

increasing and decreasing the elements of the accounting equation.

Double-entry accounting

Learning objective 7 The double-entry principle is simply this: the total amount posted to the debit side
of the accounts must be equal to the total amount posted to the credit side of the
accounts.

;\;74 Double entry means that when a transaction is recorded, total debits for that
transaction must equal total credits for the transaction.

An alternative method Double entry is a logical extension of the accounting equation. Rules for
of recording is the increasing and decreasing the various elements of the accounting equation (A, L,
single-entry system. Oe) follow from both the concept of double entry and the basic assumption that

assets are of a debit nature. This is a built-in checking device for all entries because
the double-entry system ensures that the accounting equation always remains in
balance (equal).

The basic rule is:
e toincrease an account, treat it the same as its nature.

In summary, the rules of double entry are:
e toincrease an asset account, debit the account
* toincrease a liability or owner’s equity account, credit the account
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e to decrease an asset account, credit the account
* to decrease a liability or owner’s equity account, debit the account.

Rule summary:

T A debit TL credit T Oe credit
I A credit 1 L debit J Oe debit

practice ,

a What are the fundamental rules on which the concept of double entry is
based?

When is an account debited?
When is an account credited?
Why do we have debit and credit rules?

How do the debit and credit rules relate to the accounting equation and
the accounting entity assumption?

f State whether the following would result in a debit or credit to the
account.

i An asset account decreases in value.
il A liability account increases in value.

ili  Owner’s equity decreases in value.

iv  An asset account increases in value.

v A liability account decreases in value.
vi Owner’s equity increases in value.

g State whether the following accounts have increased or decreased in
value.

O o 0 T

i  Bank - debit ix Accounts payable - credit
il  Accounts receivable - credit x  Furniture - credit

ili  Accounts payable - debit xi Inventories — debit

iv  Furniture — debit xii Accounts receivable - debit
v Equipment - credit xiii Loan from bank - credit

vi Owner’s equity — credit xiv Drawings — debit

vii Mortgage — debit xv Cash management fund

viii Bank - credit investment — debit

Transaction analysis table

Learning objective 8

To assist with learning to apply the rules of double entry, we use a transaction
analysis table. A transaction analysis table is simply a tool to allow us to think
through the accounts involved and then to decide whether they are increasing or
decreasing. This is an important step, as the rules for increasing and decreasing
accounts can then be applied.



Refer to transaction

on pages 26-7.
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We apply the double-entry rules to the transactions for Michael Legg’s
business, Mick's Mowing Service, for the period 1-4 July 2009.

The transaction analysis table [1.710] is prepared by entering the date and the
transaction in the first two columns and then analysing the transaction to
determine the accounts involved (there must be at least two) and whether, as a
result of the transaction, the accounts are increasing or decreasing. The nature of
the account will always remain the same. If the account is increasing, write ‘same’
in the next column as a reminder to do the same as its nature.

[1.10]
Date Transaction Accounts involved Inc. or Account Nature of Same Debit Credit
2009 dec. type the account or opposite
to nature $ $
July 1 Michael Legg begins Bank T Asset Debit Same 5000
his business, Mick’s Capital T Owner’s Credit Same 5000
Mowing Service, equity
depositing $5 000 cash
into a bank account in
the name of the business
Date of Details of Determine account Tor R,E A, Dr or Cr If T same Value Value
transaction transaction details from the L or Oe If | opp

transaction column

The completed transaction analysis table for Mick’'s Mowing Service would appear
as shownin[1.11].

[1.11] Transaction analysis table

Date Transaction Accounts Inc. or Account Nature of Same Debit Credit
2009 involved dec. type the account or opposite
to nature $ $
July 1 Michael Legg begins Bank T Asset Debit Same 5000
his business, Mick’s Capital T Owner’s Credit Same 5000
Mowing Service, equity
depositing $5 000 cash
into a bank account in
the name of the business
2 Mick’s Mowing Service Bank T Asset Debit Same 20 000
organises a loan of AMU Bank T Liability Credit Same 20 000
$20 000 from AMU Bank loan
3 Mick’s Mowing Service Equipment T Asset Debit Same 2 000
pays cash for some Bank b Asset Debit Opp. 2000
equipment purchased
for the business. The
total value of the
equipment is $2 000
4 Mick’s Mowing Service Trailer T Asset Debit Same 2 500
purchases a second-hand Bank & Asset Debit Opp. 500
trailer for the business Accounts payable — Liability Credit Same 2 000
valued at $2 500. Michael ABC Co. T

pays ABC Co a deposit of
$500 cash and enters into
an agreement to pay the
remainder of the debt at
the end of the month
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@ Helpful hints

practice

The following terms and phrases are often used in business transactions:

* Only use the account ‘capital’ when the owner contributes assets to
the business.

e If the word ‘paid’, ‘received’ or ‘cash’ is in the transaction, then the
bank account must be affected.

e If both a business name and the word ‘cash’ are used, it is a cash trans-
action and the bank account is affected: ignore the name.

e If a business name is mentioned (but not cash), then a credit transac-
tion has occurred. Record accounts receivable or accounts payable
and the business name.

a Fill in the missing information in the transaction analysis table prepared for
N Griffin’s business in July 2008.

Date Transaction Accounts involved Inc. or Account Nature Same Debit Credit
2009 dec. type of the or opposite
account to nature $ $
July 1 N Griffin begins business Bank ... A br
by depositing $20 000 Capital — N Griffin ... Oe cr .
cash in the business’s
bank account
2 N Griffin borrows $40 000 Bank Inc. AR ety Same
from AML Bank Loan from AML Bank Inc. S SRR DA Same 40 000
3 Purchases equipment  ...... ... A (D] s M gtk e 4500
on credit from Accounts payable — ... L G &0 Meaityelined
A Smith for $4 500 A Smith
4 Buys furniture for Bank Dec. A Dr Opp
cash$10000 ... /O ...
5 Purchases more Equipment A
equipment on credit Accounts payable—  ....... ... ...
from M Clarke for M Clarke
$23 000 and pays a Bank TS
deposit of $3 000
6 N Griffin makes a Bank NSRRI
contributionfiofi. ...
capital of $20 000
7 Repays $1 000[OREHER .......

loan to AML Bank
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b Use the completed table from part a to answer the following questions.

i  How much cash does N Griffin have in the bank at the end of the day
on 7 July?

ii  What was N Griffin’s contribution to the business?
ili  What assets have been purchased during the month?
iv.  What were N Griffin’'s sources of finance during July?

v How would the accounting equation for N Griffin be represented as at
4 July.

¢ Complete a transaction analysis table for Annabel Nardi using the
following transactions for August 2008.

Aug 1 Annabel Nardi contributed the following assets to begin her business: cash $15
000, equipment $10 000 and motor vehicle $22 500
3 Purchased more equipment on credit from Super Suppliers for $25 000 and paid
a deposit of $500
8 Borrowed $140 000 cash from XCC Bank
15 Bought a site to be developed for the business through RRR Realty for $125 000
cash
24 Paid Super Suppliers the remainder of the amount owing

B 25 0 1.29, pages 114-15

Revenues

Learning objective 9

Revenues are income
earned by a business.

Expenses are costs
incurred in the
earning of revenue.

and expenses

We are now ready to see how revenues and expenses affect the accounting
equation.

Revenue is earned by a service business when it sells its services, such as Mick’s
Mowing Service, and by a trading business when it sells its inventories (the goods
purchased for resale), such as Designer Gift Baskets. Another word for ‘revenue’ is
‘income’.

When services or goods are sold, revenue is said to be ‘earned’.

The provision of a service is the prime reason that Michael Legg is in business,
so service revenue is his main source of revenue. He records this revenue in an
account called ‘service revenue account’. When a trading business records the sale
of its inventories, it records the income in the sales account.

In order to earn revenue, the business will incur costs. Thus, for Mick's Mowing
Service to earn revenue, costs such as fuel for the vehicle, tip charges, mobile
phone expenses, and maintenance and repairs to equipment must be incurred.

Similarly, in order for Kerri to receive orders via her Internet site, she must pay
an Internet service provider (ISP). Other costs that Kerri might incur are: cost of
goods sold (the products that she buys for the baskets, cost of the wrapping paper
and cellophane that she uses to make the baskets look attractive, cost of the baskets
in which she puts the products), and the cost of the courier she pays to deliver the
baskets to the recipients. These costs are called expenses.



Learning objective 10

Refer back to
page 27.

Transaction analysis

In a trading business,
a sale is normally de-
scribed in terms of
the selling price that
affects the sales
account. The cost
price of the goods
sold must also be re-
corded, and this will
be demonstrated later
in this section.

~—

A negative revenue
account (e.g. sales
returns) would have
a debit nature.
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Revenues and the accounting equation

How do revenues relate to the accounting equation A = L + Oe?

Consider Mick's Mowing Service and the impact of revenues and expenses on
the accounting equation. After accounting for the transactions from 1 to 4 July, the
accounting equation for Mick’s Mowing Service was represented as:

A = L +
$27 000 $22 000 +

Oe
$5 000

Transaction 5
2009
5July  Mick’s Mowing Service received cash of $400 from clients for mowing and gar-

dening services.

The asset ‘bank’ increases by $400, as cash has been received. The transaction
has the effect of increasing assets to $27 400. However, as transactions have a
twofold nature, at least one other account must be affected. The other account
affected is the service revenue account, which also increases.

Revenues have the effect of increasing owner’s equity, as earnings (income) are
increasing. An increase in revenue has a positive effect on the credit side of the
accounting equation.

Revenues increase owner’s equity, so revenues have a credit nature.

Asset (bank) increases by $400; revenue (service revenue) increases by $400. So the
full impact of this transaction on the accounting equation of Mick’s Mowing Service
is as follows:

Accounting equation prior to earning revenue:

A = L Oe
$27 000 = $22 000 + $5 000
Accounting equation after earning revenue:
A = L + Oe
$27 400 = $22 000 + $5 400

As was the case with assets, liabilities and owner’s equity, once the nature of the
account is established, then the rules for increasing and decreasing that type of
account can be determined.

If revenues have the effect of increasing owner’s equity, and owner’s equity is
credit in nature, then revenues must have a nature the same as owner’s equity.
Therefore, the rules applying to revenue accounts are:

° toincrease a revenue account, do the same as its nature: credit the account.
* to decrease a revenue account, do the opposite to its nature: debit the account.

Rule summary: TR credit

{ R debit




Learning objective 11

Expenses that are
incurred in selling
goods will be referred
to as ‘cost of -
goods sold LA/
and will be

recorded in an
account of the same
name. This concept
will be dealt with later
in this chapter.

Transaction analysis

Transactions 1-5

Transaction 6

A negative expense
account would have a
credit nature.
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Other types of revenue that a business may record are:

° rentrevenue ° service revenue
° commission revenue * fees revenue
* consultancy revenue * sales.

* interest revenue

Expenses and the accounting equation

Expenses are costs incurred in earning revenue. The impact that costs have on
revenue is that they effectively decrease owner’s equity, which is credit in nature.
Expenses must have a nature that is opposite to owner’s equity.

Expenses decrease owner’s equity, so expenses have a debit nature.

Therefore, the rules applying to expense accounts are:
° toincrease an expense account, do the same as its nature: debit the account
° todecrease an expense account, do the opposite to its nature: credit the account.

Rule summary: 1 E debit

4 E credit

Transaction 6

2009
6July  Mick's Mowing Service paid cash for the following expenses: fuel $20, repairs

to mower $30, tip fees $10, and mobile telephone rental and calls $40.

The asset ‘bank’ decreases by the total of all the expenses — $100 (as cash has
been paid out). As transactions have a twofold nature, at least one other account
must be affected; however, in this situation, four individual expense accounts
would be increased.

The accounting equation was:

A = L + Oe
$27 400 = $22 000 + $5 400
After transaction 6, the accounting equation would appear as:
A = L + Oe
$27 300 = $22 000 + $5 300

After considering the impact of revenues earned and expenses incurred, the
accounting equation now can be expressed as:

A = L + [Oe + R - E]

The difference between revenues and expenses is described as a ‘profit’ or a
‘loss’. A profit occurs when revenues are greater than expenses, while a loss occurs
when expenses are greater than revenues.

Profits increase owner’s equity and losses decrease owner’s equity.
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Profit (or loss) = Revenues less Expenses
e Profit increases owner’s equity. * Losses decrease owner’s equity.

The rules of debit and credit are now complete, as we have considered the five

types of accounts. The rules to learn are these:

Review &

. 0 T 9

practice

Rule summary:

Revenues are of a credit nature; credit to increase, debit to decrease.
Expenses are of a debit nature; debit to increase, credit to decrease.
Assets are of a debit nature; debit to increase, credit to decrease.
Liabilities are of a credit nature; credit to increase, debit to decrease.
Owner’s equity is of a credit nature; credit to increase, debit to decrease.

What is the basic nature of revenue and expense accounts?
When is an expense account debited? When is it credited?
When is a revenue account credited? \When is it debited?

Why can the rules for debit and credit also be applied to revenue and
expense accounts?

How do revenues and expenses relate to the accounting equation?
Classify the items below as either revenues or expenses.

i  Service fees ix Delivery fees paid

il Advertising x Debt collector’s fees paid

ili  Cleaning of office xi Loss from theft

iv  Rent received from tenant xii Commission received

v Accounting fees paid xiii Cash received as a settlement in
vi Computer consumables a legal dispute

vii Insurance xiv Legal fees paid

viii Staff training xv Sales of trading inventories

Analyse the following transactions and draw up a transaction analysis
table for Tullawong Dental Practice.

2009
Mar 4 Three clients paid cash for dental services $700
11 Paid cash for dental supplies $450
12 Performed dental services and billed clients:
J Lin $1 600
P Michaels $2 000
S Moloney $1 000
16 Received $1 000 from business tenant
19 Paid Optus Ltd for telephone service $250
27 Paid for advertising in local directory $390
30 Received interest on investment $320
31 Client, J Hornibrook, paid bill $500
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h Consider the following transactions for Elliott's Elegant Decorating
Service for the month of September.

Paid wages to part-time employee $450, cash received for services rendered

$4 500, paid Curtains R Us $950 for making curtains, billed a client for $2 000 for
services carried out this month, paid for printing of advertising brochure $1 200,
paid cash for management consultant’s review of strategic plan for the business
$1 500, received $3 200 cash directly to bank account for services.

The owner, Mark Elliott, asks you the following questions:
i How much cash did | receive this month?

i If my bank account showed a debit balance of $2 300 at the begin-
ning of the month, what is my balance now?

ili  What is my total revenue for the month of September?
iv.  What are my total expenses for the month of September?

v What is the profit for Elliott's Elegant Decorating Service for the
month of September?

vi  Why is my profit figure different from my cash figure?
vii Should | continue with this business?
viii What can | do to improve my profit position in the next month?
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Part 4 — Analysing,
journa

Already know e The accounting equation

e The twofold nature of business transactions and the
interpretation of the effects of transactions on the
elements of the accounting equation

e The rules for debit and credit

Need to know e General journal approach to recording transactions

Using this e Accountants provide information for decision-making
knowledge based on the total value of transactions

* Helps to evaluate the performance of a business
through the keeping of accurate, reliable and
verifiable accounting records using double-entry
accounting procedures.

ACCOUNTING VOCABULARY

Accounting process Narration

Chart of accounts Post reference
General journal Source documents
General ledger Trial balance
Journal Working balance

Learning objectives

After completing this section, you should be able to:
1 state the accounting process from transactions to trial balance
2 understand the function and importance of source documentation

3 consolidate your understanding of transactional analysis as a tool for
determining accounts involved and assisting to put into practice the rules of
the ledger

4 record transactions in a general journal

develop a chart of accounts and post transactions to a general ledger
6 prepare a trial balance.

Accounting process

Learning objective 1

The accounting process is a system for recording financial information. This
process begins with a business event: a transaction that sets off a chain of events,
which are called the accounting process. The steps to be followed in this process
are shown in [1.12].
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[1.12]
Analyse the
Source HEmEEG e Journalise the Post to the Prepare a
Transaction _> _> » ’
document . Reolded transaction general ledger trial balance
in the source
document

To this point, we have addressed the grey-shaded section of the diagram
showing the accounting process. The remainder of the process will now be
addressed.

Function and importance of source documents

Learning objective 2 Every time a transaction occurs, details are recorded as evidence that the
transaction has taken place. These details are recorded in a source document.

Source documents vary in appearance and in the way they are generated and

transmitted, but they all collect essential data for entry into the accounting system.

gzy A source document is evidence that a business transaction has occurred. It is
used as the basis for entering information into an accounting system.

Typical source documents used in a business include receipts, cheques, tax
invoices and adjustment notes.
Source Source documents can be generated either:
document * manually (for example, handwriting a cheque or a receipt)
* by computer (for example, by printing a cheque using an accounting package,
or by issuing a receipt that verifies a bill paid via phone banking, BPay or
Internet banking).

The nature and importance of source documents will become clearer as more
transactions are added to the process and similarities will be seen between the
various transactions that have comparable source documents. The most common
types of source documents that will be used in our study of accounting for sole
traders are shown in [1.13].

[1.13]
Source document issued Function Abbreviation used in this text
Tax invoice Acts as notification that money is owed |
Adjustment note (credit note) Issued to customers who have returned goods because A
they are faulty or have been overcharged
Receipt Issued as evidence of monies received R
Cash register summary Evidence of the total cash sales for a period of time — CRS

e.g. one day’s trading

Cheque butt record Evidence of payment of money CH
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Email is often used
to transmit source
documents - e.g.
tax invoices.

Numbering source documents

Source documents issued by a business are numbered consecutively for control
purposes and so they may be located easily in both manual and computer systems.
The number of the document is used in the accounting system and therefore is
traceable. The manner in which a business numbers its own source documents is
up to each individual business. Some businesses prefer to renumber incoming
source documents so that they are consecutive and therefore more easily traced.
Source documents received by a business may be identified by the reference
number given by the issuing business. For example, incoming invoice 989 would be
referred to as ‘ref # 989’

From transactional analysis to general journal

Learning objective 3

Specialised journals
can also be used, and
these will be dealt
with in chapters 3

and 4.
é;7/

The transactional analysis is a learning tool to assist our thinking in determining
the debit and credit entries. Once we have had some practice doing this type of
sorting, we can discontinue using the transactional analysis. In the meantime, it is
necessary to see how this tool corresponds to the more formal accounting record
that businesses prepare from source document information (given in the
transactions).

To record transactions from the information in the source documents, we need
to keep a book called a journal. The word ‘journal’ comes from the French word for
‘day’ (jour). Business transactions are entered into a journal each day in
chronological order. Source documents provide the information that is then
recorded in the journal. A journal that records all types of transactions is called a
general journal.

The general journal is a means of recording transactions that occur in a business. It
records the accounts affected and the necessary double entry that must take place
in the accounting system in readiness for further steps in the accounting process.

The purpose of the general journal is to record transactions through the
accounts affected, with their correct debit and credit entries.

EXAMPLE 1

Vicki Keenan began her business, Keenan’s Colour Service, on 1 July 2008.
e Analyse the transactions that are recorded in the source documents indicated
below and prepare a transaction analysis table.
* Prepare the general journal for the business for July 2008S.

July 1 Vicki opened a bank account in the name of the business and deposited
$20 000 cash as capital. Receipt number 001 was written out to record this
transaction
5 Wrote out cheque 001 for $100 to have the name of the business painted on the
front window of the business premises. This is advertising for the business
7 Customer paid $2 000 cash for colour consultancy service. Issued receipt 002
10 Vicki withdrew $1 000 drawings for her own use on cheque 002
16 Charged a credit customer, GG Architectural, $3 000 for services to date.
Invoice 001
22 Purchased furniture on credit for $2 000 from Idea Furniture. Received
invoice 989
30 Loan for $40 000 from Bendigo Bank. Cash has been deposited in the
business’s bank account (Approval letter received today)
31 Purchased a motor vehicle for $42 000 cash from Gogo Motors Ltd cheque 003
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The transaction analysis table for Keenan’s Colour Service would be completed
as shown in [1.14].

[1.14]
Analyse the | Date Transaction Accounts Inc.or  Account Nature Same Debit Credit
transaction 2009 involved dec. type of the or opposite
recorded account to nature $ $
in the source . -
AU E Jul 1 Vicki opened a bank Bank Inc. Asset Debit Same 20 000
account in the name of the  Capital Inc. Owner’s Credit Same 20 000
business and deposited equity
$20 000 cash as capital.
Issued receipt 001
5 Wrote out cheque 001 for Bank Dec. Asset Debit Opp. 100
$100 to have the name of Advertising Inc. Expense Debit Same 100
the business painted on the
front window of the
business premises
7 Customer paid $2 000 cash  Bank Inc. Asset Debit Same 2 000
for colour consultancy Service revenue Inc. Revenue Credit Same 2 000
service. Issued receipt 002
10 Vicki withdrew $1 000 Bank Dec. Asset Debit Opp. 1000
drawings for own use. Drawings Inc. Negative Debit Same 1000
Cheque 002 owner’s
equity
16 Charged a credit customer,  Service revenue Inc. Revenue Credit Same 3000
GG Architectural, $3 000 Accounts receivable Inc. Asset Debit Same 3000
for services to date. — GG Architectural
Issued invoice 001
22 Purchased furniture on Furniture Inc. Asset Debit Same 2 000
credit $2 000 from Idea Accounts payable — Inc. Liability Credit Same 2 000
Furniture. Received Idea Furniture
invoice 989
30 Loan for $40 000 from Bank Inc. Asset Debit Same 40 000
Bendigo Bank. Cash has Loan from Bendigo  Inc. Liability Credit Same 40 000
been deposited in the Bank
business’s bank account.
(Approval letter 30/7/2009)
31 Purchased a motor vehicle Bank Dec. Asset Debit Opp. 42 000
for $42 000 cash from Gogo  Motor vehicle Inc. Asset Debit Same 42 000

Motors Ltd. Cheque 003

Preparation of the general journal

Learning objective 4 Once the transaction analysis table has been completed, the preparation of a

general journal is a very simple exercise. Columns required for the general journal
are explained in [1.15].

In order to prepare a general journal for Keenan’s Colour Service, draw up a
heading for the general journal and the column headings as shown in [1.15].

Journalise the

transaction
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[1.15]
Keenan’s Colour Service
General journal
Date Particulars Dr Account Post Debit Credit
Cr no. ref $ $
Use the date  Use the names of the accounts from the Write ‘Dr’ Each account is Leave this The amount is written in the
given in the accounts involved column. The order of and then ‘Cr’ ~ given a unique column blank ~ debit and credit columns to
transaction. the account names is determined by next to the number. (Refer to until the next correspond with the posting
whichever account is to be debited. This accounts. the chart of step in the instruction.
account is written first in the particulars accounts on the process.
column. A narration follows the entry in inside cover of this
brackets. It tells a short story of why the text.)

entry was made.

Figure [1.16] shows which columns from the transaction analysis table are
used in the general journal.

A spreadsheet may Differences between the transaction analysis table and the general journal are
be used to present  more than simply that the analysis columns are not included. These differences
Fh]ls tabular occur because of generally accepted conventions that are followed when
Information.

presenting the general journal.

General journal conventions

A convention is a Note the following conventions, which are used when preparing a general journal.
generally accepted * The account that is to be debited is recorded first. This convention makes
way of doing posting easier in the next part of the accounting process and helps to reduce
something. errors. Computer accounting printouts do not necessarily follow this
convention, because the posting in a computerised system is automatic.

* The accounts that are to be credited are indented slightly from the accounts
being debited. This is purely a visual aid, which also helps manual posting to be
completed in the next step in the process.

° Anarration is included to explain the reason for the transaction. The wording is
not precise and can be as short or as long as desired. The inclusion of the source
document number is recommended, as it allows the source of the information
to be traced easily if needed. It is a convention to show the narration in brackets
and then to rule off only under the particulars column, as shown in [1.16].
(See [1.13] on page 39 for the source document abbreviations used.)

* ‘Dr’ and ‘Cr’ are posting instructions that may seem superfluous given that the
value is placed in the debit and credit columns as well. However, when posting
manually, this convention helps to minimise errors.

* The post column is completed in the posting process. It should be left blank
until this step is completed.

e Itis useful to check that total debits equal total credits, by adding each column,
but this is generally not indicated in the journal.
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(CH003)

[1.16]
Date Transaction Accounts involved Inc. or Account Nature Same Debit Credit
2009 dec. type of the account or opposite
to nature $ $
Jul 1 | Vicki opened a bank Bank Inc. Asset Debit Same 20 000
account in the name of the Capital Inc. Owner’s equity Credit Same 20 000
business and deposited
$20 000 cash as capital.
Issued receipt 001
5 | Wrote out cheque 001 for Bank Dec. Asset Debit Opp. 100
$100 to have the name of Advertising Inc. Expense Debit Same 100
the business painted on the
front window of the business
premises
7 | Customer paid $2 000 Bank Inc. Asset Debit Same 2000
cash for colour consultancy Service revenue Inc. Revenue Credit Same 2000
service. Issued receipt 002
10 | Vicki withdrew $1 000 Bank Dec. Asset Debit Opp. 1000
drawings for own use. Drawings Inc. Negative Debit Same 1000
Cheque 002 owner’s equity
16 | Charged a credit customer, Service revenue Inc. Revenue Credit Same 3000
GG Architectural, $3 000 for Accounts receivable Inc. Asset Debit Same 3000
services to date. — GG Architectural
Issued invoice 001
22 | Purchased furniture on Furniture Inc. Asset Debit Same 2000
credit $2 000 from Idea Accounts payable — Inc. Liability Credit Same 2000
Furniture. Received Idea Furniture
invoice 989
30 | Loan for $40 000 from Bank Inc. Asset Debit Same 40 000
Bendigo Bank. Cash has Loan from Bendigo Inc. Liability Credit Same 40 000
been deposited in the Bank
business’s bank account.
(Approval letter 30/7/2009)
31 | Purchased a motor vehicle Bank Dec. Asset Debit Opp. 42 000
for $42 000 cash from Gogo Motor vehicle Inc. Asset Debit Same 42 000
Motors Ltd. Cheque 003
Keenan’s Colour Service
General journal
Date Particulars Account Post Debit Credit
2009 no. ref $ $
July 1 eBank Dr 3103 20000
0 Capital Cr 5101 20000
(Owner contributes cash. R001)
5 Advertising Dr 2301 100
Bank Cr 3103 100
(CHoO1)
7 Bank Dr 3103 2000
Service revenue Cr 1102 2000
(R002)
10 Drawings Dr 5101A 1000
Bank Cr 3103 1000
(CH002)
16 Accounts receivable — GG Architectural Dr 3104.1 3000
Service revenue Cr 1102 3000
(l001)
22 Furniture Dr 3201 2000
Accounts payable — Idea Furniture Cr 41011 2000
(ref # 989)
30 Bank Dr 3103 40000
Loan from Bendigo Bank Cr 4201 40000
(Borrowed funds from bank.
Approval letter 30/7/2009)
31 Motor vehicle Dr 3204 42000
Bank Cr 3103 42000
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Review &

practice

a From the completed transaction analysis table for A Simpson, prepare
a general journal for July 2008.

Date Transaction Accounts involved Inc. or Account Nature Same Debit Credit
2009 dec. type of the or opposite
account to nature $ $
Jul 1 ASimpson borrowed Bank Inc. A Debit Same 20 000
$20 000 from J and Loan from J and Inc. L Credit Same 20 000
K Simpson to begin a K Simpson
business (memo 1/7)
6 Purchased furniture for Furniture Inc. A Debit Same 6 300
$6 300 cash (cheque 001) Bank Dec. A Debit Opp. 6 300
10 Wrote cheque to pay Bank Dec. A Debit Opp. 400
accounting fees $400 Accounting Inc. E Debit Same 400
(cheque 002) expenses
16 Bought office equipment on Office equipment Inc. A Debit Same 1000
credit from Office Things Ltd ~ Accounts payable —
$1 000 (ref # 11) Office Things Ltd Inc. L Credit Same 1000
18 Charged a client, N Shiell, Service revenue Inc. R Credit Same 500
$500 for services rendered Accounts receivable
(invoice 001) — N Shiell Inc. Debit Same 500
19 Purchased equipment on Bank Dec. A Debit Opp. 3000
credit from M Lake for Equipment Inc. A Debit Same 13 000
$13 000 and paid a deposit ~ Accounts payable —
of $3 000 (ref # 2213/ M Lake Inc. L Credit Same 10 000
cheque 003)
23 $3 000 cash received from Bank Inc. A Debit Same 3000
customers for services Service revenue Inc. R Credit Same 3000
rendered (receipt 001)
25 Paid $380 for rent expense Bank Dec. A Debit Opp. 380
(cheque 004) Rent expense Inc. E Debit Same 380
31 A Simpson withdrew cash for  Drawings Inc. —0e Debit Same 2 000
own use $2 000 (cheque 005) Bank Dec. A Debit Opp. 2000

b Using the transaction analysis table you prepared for N Griffin (see review
& practice 7a on page 32), prepare a general journal. Number all source
documents, beginning at 40.

¢ Using the transaction analysis table you prepared for Annabel Nardi (see
review and practice 7c on page 33), prepare a general journal. Number
all source documents, beginning at 30.

d The transactions at the top of page 45 occurred for the business of A
Dempsey. Complete a transaction analysis table and a general journal.
Number all source documents, beginning at 210.
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2009
May 1 A Dempsey began a business with the following assets: furniture $4 000,
equipment $6 000, motor vehicle $20 000
5 Received cash from a client — service revenue $1 000
7 Paid rent expense $500
12 Purchased stationery for the business for $400
19 A Dempsey contributed $7 000 cash to increase her investment in the business
22 Paid $300 for motor vehicle expenses
24 Received cash for services performed $800
26 Made an investment in a cash management account $1 500
30 Bought equipment from Ace Pty Ltd on credit for $3 000
31 A Dempsey withdrew cash for own use $500

From journals to the general ledger

Learning objective 5

Figure [1.17] indicates that a number of stages of the accounting process to trial
balance have been completed. The stage in the process that occurs once
transactions have been journalised is posting to the general ledger.

[1.17]
Transaction Source Analyse the Journalise the Post to the Prepare a
document transaction transaction general ledger trial balance

-

recorded —> —>

in the source
document

v

In order to post to the general ledger, we need an understanding of the format
of accounts in the general ledger, a chart of accounts and posting procedures.

The function of the general ledger is to keep a record of all the accounts of a
business. A general ledger can be kept in various forms and depends on whether a
manual or a computerised accounting system is used.

A general ledger is a record of all the accounts of a business.

In a manual accounting system, a general ledger may be kept as:
* abound book, specially ruled as a ledger
* asetofloose cards
° abook with pages that can be taken out if required.

If a computerised accounting system is kept, then the general ledger could be
kept in the following forms:
* adatabase file that is part of a computer accounting package
* asa hard-copy printout of computerised records.

Accounts

As we saw in the previous section, accounts record all like information. For
example, cash is received by a business and cash is paid out. In order for the owner
of the business to determine the value of the business’s cash at any point in time,



This type of account
format gets its name
from the T-shape
formed by the
account name at the
top, the debit side on
the left and the credit
side on the right.

Columnar accounts
are also known as
the ‘statement’
account format.

L) CHAPTER 1: INTRODUCTION TO ACCOUNTING

the bank account is created to record all the transactions involving cash that have
been recorded in the general journal.

Accounts form the basis of the general ledger. The business’s accounts are all
kept in the general ledger.

Format of accounts

The format of an account can vary. Two popular formats are the T-format and the
columnar format. Although different in layout, the concepts applied are the same.
All accounts have three main features: the name of the account, a debit column
and a credit column.

The T-account format:

Dr Cr
Date Particulars Post Amount Date Particulars Post Amount
ref $ ref $
3103 Bank a/c
(Debit side) (Credit side)

The columnar account uses a number of columns to display the information
relating to the account. It is similar to the format used in statements issued to
customers by banks.

The columnar account format:

Post Debit Credit Balance
ref $ $ $

Date Particulars

3103 Bank a/c

Order of accounts in the general ledger

Accounts are listed in the general ledger in a certain order. Various ways can be
chosen to order accounts in a ledger, but the order that will be used in this text is:

1 Revenues R
2 Expenses E
3 Assets A
4 Liabilities L
5 Owner’s equity Oe

Preparation of a chart of accounts

The chosen order of accounts in the general ledger is recorded in a file or a
document called a chart of accounts. A numbering system is devised so that each
account has a unique number.

The chart of accounts is a list of accounts, grouped together according to their
account classification, with each account having a unique number.

This record acts as an index to the general ledger so that accounts can be
located quickly when required. It is used in both computerised and manual
accounting systems. Within each category, each account is given a unique number.



REALOe accounts are
classified in the chart
of accounts. These
classifications are
addressed in detail in
chapter 10.

Analysing, journalising and posting transactions a

Inside the front cover of this textbook there is a chart of accounts that will be
used for most exercises in this text. This chart of accounts is generic and should be
considered flexible. For example, computers or computer equipment could use the
equipment account. Should a new account be required, simply choose the next
available number in the group to which the account belongs. Note that negative
accounts are indicated with an ‘A’ following an account number to indicate that
they are the opposite of the account with the same number.

In our chart of accounts:

* Revenue accounts begin with 1

* Expense accounts begin with 2

* Asset accounts begin with 3

e Liability accounts begin with 4

* Owner’s equity accounts begin with 5.

p1 ARE You
wH powé? AcCOoUNTING FoR THE

AcCCounT THAT
A CLOUNTS Fot, ALL

THE oTHER
/ Acc,o(/l\/’rf--'

One way of determining which accounts will be required is to look at the
accounts needed for all transactions and then to order them using the chart of
accounts in this textbook. To prepare a chart of accounts for Keenan’s Colour
Service, the accounts used in the general journal are considered and a list is
compiled in R, E, A, L, Oe order. This is done by:

* scanning the account number column in the general journal
» listing the account number under the correct classification (R, E, A, L or Oe).

An account is listed only once. Accounts are sorted in numerical order under
each heading. The resulting chart of accounts for Keenan’s Colour Service is shown
in [1.18] on the following page.
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[1.18]
Keenan’s Colour Service
General journal
Date Particulars Account Post Debit Credit
2009 no. ref $ $
July 1 Bank Dr — 3103 20 000
Capital Cr | 5101 20 000
(Owner contributes cash R001)
5  Advertising Dr 2301 100
Bank Cr 3103 100
(CHO01)
7  Bank Dr 3103 2 000
Service revenue Cr 1102 2000
(R002)
10  Drawings Dr 5101A 1000
Bank Cr 3103 1 000
(CH002)
16  Accounts receivable Dr 3104.1 3000
— GG Architectural
Service revenue Cr 1102 3000
(I001)
22 Furniture Dr 3201 2000
Accounts payable —Idea Furniture Cr ||4101.1 2000
(ref # 989)
30 Bank Dr 3103 40 000
Loan — Bendigo Bank Cr 4201 40 000
(Borrowed funds from bank.
Approval letter 30/7/2009)
31  Motor vehicle Dr 3204 42 000
Bank Cr 3103 42 000
(CHO003)
Chart of Accounts for Keenan’s Colour|Service
R E A L Oe
1102 Service revenue 2301 Advertising 3103 Bank 4101.1 Accounts payable > 5101 Capital
3104.1 Accounts receivable — |dea Furniture
— GG Architectural 4201  Loan — Bendigo 5101A Drawings

3201 Furniture
3204 Motor vehicle

Bank

In readiness for the reports that are prepared later in the accounting process,
the assets are ordered according to liquidity (how quickly they can be converted to
cash) and liabilities are ordered on the basis of time (how quickly they will need to
be paid in cash).

Post to the

general ledger

Preparation of the general ledger

A general ledger is drawn up with the names of the accounts in a chart of accounts
and in R, E, A, L, Oe order.
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(
Step 1 ‘8

{
Step 2 \8

Posting to accounts in a general ledger

Posting is the name given to the process that transfers the information from the
journal into the individual accounts in the general ledger.

Read the first line of the following general journal entry.

Keenan’s Colour Service
General journal (extract)

Date Particulars Account Post Debit Credit
2009 no. ref $ $
Jul 1 Bank Dr 3103 20 000

Capital Cr 5101 20 000

(Owner contributes cash, R001)

The first line says this: go to the bank account and place $20 000 on the debit
side in the money column.

Keenan’s Colour Service
General ledger (extract) — T-format

Dr Cr
Date Particulars Post Amount Date Particulars Post Amount
ref $ ref $
2009 2009
3103 Bank a/c
20 000

Keenan’s Colour Service
General ledger (extract) — columnar format

Date Particulars Post Debit Credit Balance
ref $ $ $
2009
3103 Bank a/c
20 000
Read the second line of the following general journal entry.
Keenan’s Colour Service
General journal (extract)
Date Particulars Account Post Debit Credit
2009 no. ref $ $
Jul 1 Bank Dr 3103 20 000
Capital Cr 5101 20 000

(Owner contributes cash, R001)

The second line says this: go to the capital account and place $20 000 on the
credit side in the money column.
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Keenan’s Colour Service
General ledger (extract) — T-format

Dr Cr
Date Particulars Post Amount Date Particulars Post Amount
ref $ ref $
2009 2009
5101 Capital a/c
20 000

Keenan’s Colour Service
General ledger (extract) — columnar format

Date Particulars Post Debit Credit Balance
ref $ $ $

2009
5101 Capital a/c
20000

By following these two steps, the correct amounts are now in the correct
accounts and on the correct sides of the ledger.

The next two steps are the cross-referencing. This is done so that we can always
trace, in each account, where the corresponding amount is on the opposite side of
the general ledger.

(
Y
Step 3 8 Go back to the first account in which you entered the amount on the debit side.
In the particulars column, write the name of the other account in which you
wrote the amount on the credit side.

Keenan’s Colour Service
General ledger (extract) — T-format

Dr Cr
Date Particulars Post Amount Date Particulars Post Amount
ref $ ref $
2009 2009
3103 Bank a/c
Capital 20 000

Now go to the second account where you wrote the amount on the credit side
and, in the particulars column, write the name of the first account in which you
wrote the amount on the debit side.

Keenan’s Colour Service
General ledger (extract) — T-format

Dr Cr

Date Particulars Post Amount Date Particulars Post Amount
ref $ ref $

2009 2009

5101 Capital a/c

Bank 20000
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7

}
Step 4 \8

The post ref column
indicates from which
page in the general
journal information
has been obtained.
As the general journal
is the only source of
information into the
general ledger in
chapter 1, the post
ref column will not
always be shown in
the ledger accounts
in this chapter.

Keenan’s Colour Service
General ledger (extract) — columnar format

Date Particulars Post Debit Credit Balance
ref $ $ $
2009
3103 Bank a/c
Capital 20 000 20 000 Dr
5101 Capital a/c
Bank 20 000 20000 Cr

In each account, fill in the remaining details in the date and post reference columns.
The date is the day on which the transaction occurred as recorded in the source
document. The post reference column contains the page number of the journal from
which the information came (assume page 1). This is a cross-reference to the source
of the information in the journals should the need arise to verify the information.

Keenan’s Colour Service
General ledger (extract) - T-format

Dr Cr

Date Particulars Post Amount Date Particulars Post Amount
ref $ ref $

2009 2009

3103 Bank a/c

Jull  Capital GI1 20000 |

5101 Capital a/c

[ 1 Bank GIL 20000
Keenan’s Colour Service

General ledger (extract) — columnar format

Date Particulars Post Debit Credit Balance
ref $ $ $

2009

3103 Bank a/c

Jul 1 Capital GJ1 20 000 20 000 Dr

5101 Capital a/c

Jul 1 Bank GJ1 20 000 20 000 Cr

When the posting has been completed in the general ledger, indicate this with
a tick in the post column in the general journal. Alternatively, the post column
could be used to show the posting date or the account number to indicate that the
transaction has been posted.

Keenan’s Colour Service
General journal
Date Particulars Account Post Debit Credit
2009 no. ref $ $
Jul 1 Bank Dr 3103 v 20000
Capital Cr 5101 (4 20 000

(Owner contributes cash, R001)

The completed posting of the general journal to the ledger for Keenan’s Colour
Service will appear as shown on page 53 (T-format) and page 54 (columnar format).
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@ Helpful hints

The order for posting information to the general ledger is:

1 Enter amounts in the correct accounts on the correct sides. (Read and
do exactly what the journal entry says: for example: ‘go to the debit
amount column and put $20 000 in this account’.)

2 Cross-reference the names of the accounts in which the amounts have
been written. It is a golden rule that the name of the account should
never appear in its own particulars column.

3 Enter details such as date and account number.

4 Add ticks in the post column of the general journal to show that the
posting has been completed.

Preparation of the trial balance

Learning objective 6 The trial balance summarises all the ledger account balances at a particular date. It
is prepared to check the arithmetical accuracy of the ledger.

;\7 A trial balance is a list of all active accounts in the general ledger and their working
balances at a particular point in time.

Active accounts are This procedure is carried out periodically throughout the year (often once a
those accounts that month) and at the end of a financial period prior to the preparation of financial
have a balance. reports. A trial balance contains columns for the account number, account name,

and the debit and credit dollar amounts.

It is usual to enter the accounts in the trial balance in the order in which they
appear in the general ledger. Accounts in the general ledger that have zero balances
can be omitted from the trial balance, as it serves no purpose to include them.
These accounts are temporarily inactive.

If the accounting process has been carried out with accuracy, debits should
equal credits (as per the double-entry principle). Note that the trial balance is only
an arithmetical checking device for a business’s accounting process — it is not
a formal report. Also remember that if debits equal credits in the trial balance,
it does not necessarily mean that everything is correct within the ledger. There may
still be errors.

Working balance

If using T-accounts, a working balance needs to be calculated, on completion of all
the accounts in the general ledger, as this format of account does not have the
continuous running balance found in the columnar format.

;\7 A working balance is the difference between the two sides of a T-format account in
the general ledger.

A working balance is To determine the value of the working balance, follow these steps:

also called a pencil Total both sides of the ledger account.

ga'a”‘?e' It is ,Ffte”th ) Determine which side of the ledger account is the smaller side.
one In pencil so a . . .

. i penct Subtract this figure from the total of the larger side.

it can be erased after ] X K . L .

it has served its The difference between the two sides is the working balance. This difference is

purpose of assisting in written in pencil on the larger side of the ledger account.

the preparation of the

trial balance.

AWM=
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For example, the bank account in the general ledger of Keenan’s Colour Service
has a credit side totalling $43 100, while the debit side is $62 000. The difference is
$18 900 and this is written on the debit side as a ‘working balance’.

Keenan’s Colour Service
General ledger (extract) — T-format
Dr Cr

Date Particulars Post Amount Date Particulars Post Amount
ref $ ref $

2009 2009

3103 Bank a/c
Jul 1 Capital GJ1 20000 | Jul 5 Advertising GJ1 100
7 Service revenue GJ1 2000 10 Drawings GJ1 1000
30 Loan - Bendigo 31 Motor vehicle GJ1 42 000
Bank GJ1 40 000

Working balances in each of the accounts are used in the preparation of a trial
balance. When an account has only one figure in it, then this figure is the working
balance. For example, the capital account has a credit working balance of $20 000
and this figure is simply circled.

Keenan’s Colour Service
General ledger (extract) — T-format
Dr Cr

Date Particulars Post Amount Date Particulars Post Amount
ref $ ref $
2009 2009
5101 Capital a/c
Jul 1 Bank GJ1 20 000

Steps for completing a trial balance

Step 1 Prepare working balances for all accounts in the general ledger (if
using T-format accounts).

Step 2 Prepare the heading in the trial balance and the appropriate column
headings.

Step 3 List each active account and its final working balance.

Step 4 Total the figures in the debit and credit columns.

Keenan’s Colour Service
General ledger (extract) — T-format
Dr Cr

Date Particulars Post Amount Date Particulars Post Amount
ref $ ref $
2009 2009
1102 Service revenue a/c
Jul 7 Bank GJ1 2000

16  Accts receivable
— GG Architectural GJ1 3000



Incorrect account.

Analysing, journalising and posting transactions a .

2301 Advertising a/c
Jul 5 Bank GJ1 100
3103 Bank a/c
Jul 1 Capital GJ1 20000 | Jul 5 Advertising GJ1 100
7 Service revenue GJ1 2000 10 Drawings GJ1 1 000
30 Loan - Bendigo Bank GJ1 40 000 31 Motor vehicle GJ1 42 000
18 900
3104.1 Accounts receivable — GG Architectural
Jul 16 Service revenue GJ1 3000
3201 Furniture a/c
Jul 22 Accounts payable
— Idea Furniture Gl 2000}
3204 Motor vehicle a/c
Jul 31 Bank GJ1 42 000
4101.1 Accounts payable — Idea Furniture
| Jul 22  Furniture GJ1 2000
4201 Loan - Bendigo Bank a/c
| jul 30 Bank cJ1 - (40000
5101 Capital a/c
| a1 Bank cj1 - (20000
5101A Drawings a/c

jul 10 Bank o1 C1ooo)

Keenan’s Colour Service
Trial balance as at 31 July 2009

Account no. Account Debit Credit
$ $
1102 Service revenue 5000
2301 Advertising 100
3103 Bank 18 900
3104.1 Accounts receivable — GG Architectural 3000
3201 Furniture 2000
3204 Motor vehicle 42 000
4101.1 Accounts payable — Idea Furniture 2 000
4201 Loan - Bendigo Bank 40 000
5101 Capital 20 000
5101A Drawings 1 000
$67 000 $67 000

Limitations of, and errors in, the trial balance

Preparing a trial balance will prove that the general ledger is in balance and that the

double entry has been carried out correctly. If debits equal credits in the trial

balance, it does not necessarily mean that the accounting carried out is correct. For

example, the following errors will not be revealed in a trial balance that balances:

* an error in the analysis of a transaction — for example, a cheque payable for
wages incorrectly recorded in the rent expense account
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Omitted transactions.
Duplicated posting.

Incorrect posting.

Incorrect account and
incorrect posting.

Incorrect
transcription.

Review &

any transactions that have been totally omitted

any transaction entered more than once in the ledger

any ‘compensating’ error that may have been made - for example, one account
incorrectly debited for $10 and another account incorrectly credited for $10
any transaction entered completely incorrectly — for example, a cheque
received for $25 for commission is entered as a credit of $52 in the bank
account and as a debit in the commission expense account of $52

incorrect transcription from a source document to a journal may have
occurred. Poor handwriting will contribute to this type of error, with a common
mistake being made by transcribinga3asan8oralasa?.

The trial balance is, despite the limitations mentioned above, a useful tool prior

to the preparation of formal reports. It should be remembered that the trial balance
is for internal use only and is principally prepared as a means of checking the
accuracy of the double-entry procedure.

Locating errors in the trial balance

If the trial balance does not balance, the following is a suggested order for checking
to locate the error (from least effort to most effort):

practice

Check arithmetic in adding the columns in the trial balance.

Check that the accounts in the ledger have their normal’ types of balances (that
is, debit or credit). If an account does not have its normal type of balance,
peruse it carefully. However, remember that the account may be correct — for
example, a bank account with a credit balance.

Check that the ledger balances have been correctly transcribed to the trial
balance.

Determine what the difference is between the totals in the trial balance and
look for an amount that matches this in the ledger account. This will reveal any
account balance that has not been entered in the trial balance.

Halve the difference between the trial balance totals. Look for a balance of this
amount in the ledger. This may reveal a posting to the incorrect side of the trial
balance from the ledger.

If the difference between the trial balance totals can be divided by 9, look for a
transposition error — for example, $723 instead of $732.

Check that balances in the accounts in the ledger are correct.

If the error has not been located, it will be necessary to go back and check
journals and source documents.

Draw up a chart of accounts for the following in R, E, A, L, Oe order.
e Accounts receivable — G Pearse ¢ Furniture

e Advertising e Land

e Bank charges * Mortgage

e Buildings e Motor vehicle
e (Capital * Rent revenue

e Bank overdraft e Delivery vehicle
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e Cleaning e Equipment
e Loan from bank e Service revenue
e Loan to A Friend

b From the following general journal entries, prepare a chart of accounts
and then post the entries to the general ledger.

Kristopher Barnes
General journal

Date Particulars Account Post Debit Credit
2009 no. ref $ $
Feb 1 Bank Dr 22 000
Capital Cr 22 000
(Owner contributes cash, R001)
5 Telephone Dr 300
Bank Cr 300
(CHoO01)
7 Bank Dr 200
Service revenue Cr 200
(CRS)
10 Printing expense Dr 1 000
Bank Cr 1 000
(CH002)
16 Accounts receivable — C Mackie Dr 600
Service revenue Cr 600
(loo1)
See [1.13] on 22  Equipment Dr 12 000
page 39 for Accounts payable — Furn Co. Cr 12 000
abbreviations used. (ref # 2379)
28 Equipment Dr 10 000
Bank Cr 10 000
(CHO003)

c Using the following ledger, calculate working balances for each account.

R. Gibbons
General ledger (extract)

Dr Cr
Date Particulars Amount Date Particulars Amount
$ $

2009 2009

Bank a/c

Mar 1 Rent 2 000 | Mar 18 Service revenue 1 000
5 Office equipment 500 31 Office equipment 700

Furniture a/c

Mar 6 Accounts receivable 3 000
14 Capital 2 000
Office equipment a/c

Mar 1 Capital 2000 | Mar 5 Bank 500
31 Bank 700 21 Accounts receivable 100
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d Use the general journals previously prepared in review & practice 9b, ¢
and d (page 44) for Griffin, Nardi and Dempsey. Draw up charts of
accounts and general ledgers, calculate working balances, and take out
trial balances for these businesses.

e Amy Peffer’s business had the following transactions during December
2008:

Dec 1 A Peffer contributed $24 000 cash to the business as capital (R001)
5 Purchased furniture for $4 200 cash (CH001)
9 Borrowed funds from YYY Finance Co. $28 000 (R002)
15 Purchased vehicle from WWW Cars Pty Ltd for $18 000 cash (CH002)
22 Returned furniture and received a full cash refund of $4 200 (R003)
24 Purchased more suitable furniture for $15 000 cash (CH003)
28 A Peffer decided to contribute premises to the business valued at $150 000 (Memo)
30 Bought equipment on credit from We've Got It Pty Ltd for $34 000 and paid a
deposit of $5 500 (ref # 212, CH004)

Use these transactions to do the following:

i prepare a transaction analysis table and a general journal

ii prepare a chart of accounts from the general journal entries
ili post the general journal to the general ledger

iv calculate working balances and prepare a trial balance.
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Already know e The accounting process from source documents to
trial balance

Need to know ¢ Nature of GST concepts
— effect of GST on the supply chain

— Australian Business Number (ABN])
— consideration of relevant documents

e Recording for both service and trading entities using
the general journal approach to recording, including
GST and using perpetual inventories

th

lons wi

Using this e Accountants provide reliable, relevant and verifiable
knowledge information for decision-making and evaluating
performance
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and trial balance

Acquisitions Input tax credits
Adjustments Negative liability account
GST clearing account Supplies

Learning objectives

After completing this section, you should be able to:

1 understand how GST works and recognise transactions that involve the supply
or acquisition of goods and services to which GST is applied

Part 5 - Transact

2 apply the basic principles of accounting (including GST) to the purchase of
goods and services, payment of cash for purchases and other expenditure

3 apply the basic principles of accounting (including GST) to the sale of goods
and services, receipt of cash for sales and other revenues

4 apply the basic principles of accounting (including GST) to withdrawals by the
owner

5 apply the basic principles of accounting (including GST) to the correction of
errors

6 consider other appropriate accounting entries.

Goods and services tax

Learning objective 1~ Since 1 July 2000, the goods and services tax (GST) has applied to the sale and
purchase of most goods and services consumed in Australia. This tax is a
consumption tax. It is a tax paid when goods/services are consumed by consumers.
It is also known as a broad-based tax because it applies to a broad range of goods
and services in Australia. Although supplies of some goods, such as basic food
items, are GST-free, the majority of goods and services have 10% tax applicable.
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A Business
Activity Statement
is commaonly
called a BAS.

GST is paid by end users — consumers. It is collected by business enterprises.
Therefore, it affects almost all the sale and purchase transactions of a trading or
service business.

At the time of writing, businesses are required to register for GST if their annual
turnover is at or above the threshold of $75 000, or $150000 for non-profit
organisations. When a business that is registered for GST sells goods, it charges GST
to its customers. This tax is collected by the business and then remitted to the
Australian Taxation Office (ATO). The business must also pay GST when it
purchases goods, but any GST paid by the business can be claimed back from the
ATO. To claim back GST paid by the business when purchasing goods or services, a
‘tax invoice’ must be retained. GST that can be claimed back in this way is called an
input tax credit. This is illustrated in [1.19].

[1.19] The money flow for GST

ATO

Owing to Owing to
business ATO

Purchases ‘ Business ‘ Sales

GST paid by GST paid to
business business

EXAMPLE 2

Lucy Hayes is an accountant. She charges 10% GST on the services performed
for her clients. Assume Lucy has received $22 000 from her customers and
that this figure is inclusive of GST. Therefore, Lucy has collected GST of $2 000.
The value of GST is always calculated as 1/11th of the total amount paid by the
end user (that is, the price).

Assume Lucy's business purchases supplies of stationery and office equip-
ment totalling $6 600 during the same period. Lucy has paid $600 (1/11 x
$6 B00) in GST for these purchases. As a business registered for GST, Lucy can
claim back the $600 that she has paid while purchasing goods and services for
her business. She does this by offsetting this $800 of input tax credits against
the $2 000 of GST that she has collected ($1 400) and remits the difference
to the ATO. Together with a cheque for $1 400, Lucy is required to complete
and send to the ATO a Business Activity Statement (BAS) either monthly or quar-
terly. On this statement she details the value of her sales and purchases, and
discloses the GST collected and any input tax credits.

Lucy's GST transactions are shown in [1.20].
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[1.20] The money flow for GST: Lucy Hayes, Accountant

$600 ATO $2 000
Owing to Owing to
business ATO

$6 600 | Thenetresultis what | """ _ $22 000

Purchases is actually paid to the Sales

GST paid by ATO: $1400 GST paid to
business business by
to suppliers customers

Recording GST

There are various names for the GST that is collected by the business and the GST
that is reclaimed as input tax credits. These are shown in [1.21].

[1.21]

GST paid by customers when goods and GST paid by the business when purchasing
services are sold, which the business goods and services, which the business
remits to the ATO claims back from the ATO

— a liability — a negative liability (or an asset)

GST payable Input tax credit

GST collected GST receivable

GST liability GST paid or GST payments

GST receipts GST recoverable

This text will take an alternative but acceptable approach to recording GST. All
GST collected from customers and paid to other parties will be recorded in a GST
clearing account. The balance of this account will always be the amount owing to
the ATO (if a credit balance) or the refund owing to the business by the ATO (if a
debit balance).

The GST clearing account is essentially a liability account. The vast majority of
enterprises collect more GST on the goods and services they supply than they pay on
their purchase of acquisitions. The GST collected is payable to the ATO and is
recorded as a liability in the books of the business. However, GST paid by the business
on its acquisition of supplies and services reduces the amount owing to the ATO - it
is deducted from the GST collected by the business and payable to the ATO. This is
because GST is a consumer tax and not a business tax.

A GST clearing account is shown in [1.22].
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Remember this:

net amount = no GST;
gross amount
includes GST.

[1.22]
GST clearing a/c GST clearing a/c
(liability — credit nature) (liability — credit nature)
Dr Cr Particulars Dr Cr Bal
GST paid for GST collected GST collected
purchases of from sales/ from sales/
supplies/ service service revenue 2000|2000 Cr
services 600 | revenue 2000 GST paid for

purchases of

supplies/services| 600 1400 Cr

GST collected by the business through
the supply of goods or services is
recorded on the credit side of the
account. These amounts increase the
total amount owed to the ATO

Input tax credits are recorded on the debit
side of the account. These amounts
reduce the total amount owed by the
business to the ATO

Calculating GST

The GST rate has been set by the government at a rate of 10% and must be included
in the price that is advertised or displayed when being sold. Most businesses simply
advertise the GST-inclusive price, although some will show the pre-GST value and
then also show the GST to be paid by the purchaser.

To distinguish between GST-inclusive or GST-exclusive amounts, the price of
the good/service is considered to be the GST-inclusive figure or ‘gross amount’.
Therefore, the GST can always be calculated as 1/11th of the price.

Alternatively, the value of the good/service is considered to be the GST-
exclusive figure or ‘net amount’. In this case, 1/10th of the value is added in order to
find the price of a good or service. This is illustrated in [1.23]. Therefore, the
amount of GST is always calculated as 1/11th of the price of a good/service or
1/10th of its value.

[1.23]
GST is 1/11th
of the price
Value of '||°°/i’ G%T I Price
good/service calculated on gy charged
| value
10% x $8.00 = $8.00 + $0.80 =
$8.00 $0.80 $8.80
\ 4 v
Net amount GST is 10% Gross amount

(GST-exclusive amount)

of the value (GST-inclusive amount)



‘Rent’ is regarded as

commercial rent in all

exercises unless
otherwise stated.

Summary of items
not subject to GST

* \Wages

e Domestic rent

® Interest paid

¢ Interest received
e Bank charges

e Rates

e |oans

e Capital
contributions

Drawings of cash
by owner

Dividends

e Cash paid to
accounts payable

e Cash received from

accounts receivable

A Tax File Number

(TEN]) is still necessary

for any dealings with
the ATO.
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When is GST not applicable?

GST is not charged on certain goods and services that are said to be GST-free. These
goods and services are defined by the legislation and include basic food, education
and most health services. Input-taxed supplies do not attract GST either. These
supplies include most transactions that involve money and dealings with financial
institutions (interest, bank charges), residential rents and the sale of residential
premises (although GST is charged on the commission of an agent selling the resi-
dential premises). An entity that supplies input-taxed supplies is not able to claim
input tax credits (that is, recover GST paid) on acquisitions to make these items.

Wages of employees do not attract GST; however, if the business employs
contractors, then GST must be paid on the supply of their services. GST is always
applicable when commission is received or paid.

vl If T ANSWER THAT
G"fsé’:p / T witL BE PROVIDING
. ¢ RounNp oo wiTH A SERVILE —
Afué < 20\ TolL NEED Nouk ABN
2 anD MAY CHARGE [Of°

st

—

OST AT THE c-wcz..,;zéw
OF My PESPoNSE:- - -
=

L

GST terminology

Supplies are goods and services sold by a business. They may include other
transactions such as supplying information or advice, providing hire equipment
and leasing business premises.

Acquisitions include the goods and services bought by a business. They also
include other transactions, such as when a business imports goods, obtains advice
or information, or takes out a lease of business premises or business equipment.

Input tax credits are amounts claimed back for the GST paid on acquisitions
(purchases). An input tax credit can only be claimed by a GST-registered business.

A tax invoice is the source document providing evidence that a transaction
involving GST has taken place. A business must have a tax invoice to claim an input
tax credit. The exception to this rule is for purchases of $50 or less, excluding GST.

Adjustments are changes a business may need to make to the amounts
previously recorded on tax invoices. For example, where goods are returned, the
GST payable (or refundable) for a tax period will either increase or decrease.

An Australian Business Number (ABN) is an identifier used by all business
enterprises in Australia and in all their dealings with the ATO.

GST and the impact on the supply chain

The total of the tax payable to the government is always 10% of the balance of the
value of goods and services, no matter how many times the goods are bought and
sold before they are in the hands of the consumer. As the goods flow from
manufacturer to wholesaler to retailer, GST is charged and each party claims input
tax credits. The consumer is at the end of the supply chain and is not able to claim
back any GST paid.

The impact of GST on the supply chain is illustrated in [1.24].
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[1.24]
Reported in the .
. : - Australian
Transactions Business Activity Tax Office
Statement
ABC Toy Manufacturers Ltd : GST on sale $1.00
manufactures a toy called % Less Input tax $1.00 GST
Baby Alive. It sells the toyto credit 0.00 |—p| Paidto ATO by
a wholesaler for : GST forwarded ABC Toy
$11.00 i to ATO $1.00 Manufacturers
(includes $1.00 GST)
Toy Wholesale Pty Ltd . GST on sale $2.50
(toy wholesaler) + Less Input tax $1.50 GST
sells the toy to d credit 1.00 > paid to ATO by
a retailer for 1 GST forwarded Toys Wholesale
$27.50 : to ATO $1.50 Pty Ltd
(includes $2.50 GST) :
Taringa Toys . GST on sale $4.50
(toy retailer) + Less Input tax $2.00 GST
sells the toy to d credit 2.50 > paid to ATO by
a consumer for 1 GST forwarded Taringa Toys
$49.50 : to ATO $2.00
(includes $4.50 GST)
Total GST

received by ATO
on supply of good
$1.00 + $1.50 + $2.00
= $4.50

The consumer buys the toy from Taringa Toys for $49.50
(1/11 x $49.50 = $4.50 GST)

Review &

practice

" a—

a Who collects and remits GST to the ATO?
b Who can claim input tax credits?
What is meant by the following terms, and how do they relate to each other?

i Value iv Net amount
ii  Price v GST-inclusive
iii Gross amount vi GST-exclusive

d What figure is divided into any price to find the GST component?

e Why are businesses able to deduct input tax credits from the final amount
paid to the ATO?
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f Calculate the GST component of the following amounts.
i $11 i $3 080
i $1 100 iv $9 999

g Complete the missing figures in the following table. The first one is done
for you.

Price charged GST Value of the item
$484 $44 $440

$146
$1 023
$1 694
$307
$2 376

$310

3s 1.55 to 1.61, pages 122-3

Applying GST to a wide variety of transactions

Businesses under a
given threshold
nominate to pay GST
to the ATO on a cash
basis or an accrual
basis. Discussion of
these methods of
payments is outside
the scope of the text.

Learning objective 2

Some businesses use
an alphanumeric
numbering system for
their tax invoices.

While most transactions attract GST, there are some that do not. Transactions that
do not attract GST will be clearly identified in this chapter, but generally you should
assume that any supply or acquisition of goods and services will require an entry to
the GST clearing account. Unless otherwise stated, all exercises in this text will
assume that the business has an ABN, is registered for GST and remits GST to the
ATO on a monthly basis.

Purchase (acquisition) of goods and services

When a purchase of inventories, other assets such as furniture or goods, or services
such as postage or advertising is made by the business, an acquisition is said to
have occurred. Therefore, GST must be paid on the purchase. GST paid to another
party is called an input tax credit because this amount can be reclaimed by the
business from the ATO.

When purchases are recorded, the GST clearing account is debited.

GST and source documents

The source document that records a purchase or acquisition is an invoice which,
for GST purposes, must be labelled a ‘tax invoice’. This document is evidence that
GST has been paid. It is held by the business in order to claim an input tax credit.

Although we refer to purchasing for cash, in reality businesses generally make
cash payments by cheque. When payment is made for a purchase, the business will
record its cheque number as the source document. Because GST will be paid on the
cash purchase, the supplier will also issue a tax invoice, and this will be kept by the
business in order to claim the GST paid as an input tax credit. In this chapter,
incoming source documents will be referred to as ‘ref # xxx’ to distinguish them
from source documents issued, except purchases for cash, when a cheque (CH) is
the source document.
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Assume all figures
given are inclusive of
GST unless otherwise
stated.

Transaction analysis

GST value

Purchase of inventories (goods)

Inventories are an asset to a business, a good bought for resale. They are recorded
in the inventories control account. Purchases of inventories from suppliers are
made either with cash or on credit (‘buy now, pay later’).
e When inventories are purchased for cash or credit, the inventories account is

debited (asset increasing) with the net amount (value).

e The gross amount (price) is credited to either the bank account (asset
decreasing) or to an accounts payable account (liability increasing).

e The amount of GST on the purchase (1/11th of the price or 10% of the value) is
recorded as a debit to the GST clearing account (liability decreasing) because
this amount can be claimed back from the ATO. It will therefore reduce the

business’s total GST liability.

Purchase of inventories for cash

Julyl  Ashmore Computers pays Inventories AT Dr $500
$550 cash for goods Bank Al Cr $550
(inventories) purchased for GST clearing Ll Dr $50 (1/11th x $550)
resale (CH668)

Purchase of inventories on credit

Julyl  Ashmore Computers Inventories AT Dr $2 400
purchases $2 640 worth of Accounts
goods for resale. These payable—TechLtd LT Cr $2 640
goods were purchased on GST clearing LI Dr $240 (1/11th x $2 640)
credit from Tech Ltd
(ref # 5304)

The general journal entries for the transactions on 1 July would appear as follows:

Ashmore Computers
General journal (extract)

Inclusive of GST

Date Particulars Account Post Debit Credit
2009  / no. ref $ $
Exclusive of GST — Jul 1 Inventories Dr 3105 500
» GST clearing Dr 4102 50
> Bank Cr 3103 550
(Cash purchase of inventories
— CH668)
Inventories Dr 3105 2400
GST clearing Dr 4102 240
Accounts payable — Tech Ltd Cr 4101.1 2640

(Credit purchase of inventories
—ref # 5304)

@ Helpful hints

* When cash is paid, always begin the narration with the words ‘Cash
purchase of ...” or ‘Cash payment for ...".

* When items are purchased on credit, begin with ‘Credit purchase of ...

* Use the chart of accounts on the inside front cover of this textbook to
find account numbers for the general journal.

* The name of the supplier is recorded after the words ‘accounts
payable’. All accounts payable accounts are numbered as 4101 but are
individualised by adding .1, .2 and so on to each account to become

4101.1, 4101.2 and so on.
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Credit can be offered
by a business to its
customers. This is
distinct from bank
credit, where a
customer uses a
credit card to
purchase items.

Transaction analysis

practice 1

Journalise the following transactions for Ashmore Computers on 2 July 2008.
a Purchased $330 worth of inventories for cash (cheque 669).

b Purchased $1 991 worth of inventories on credit from Good Suppliers Ltd
(4101.2) (ref # 5434).
¢ Nifty Computers (4101.3) sold Ashmore Computers $3 300 worth of
inventories for cash (cheque 670).
d A supplier, JKL Pty Ltd (4101.4), sold to Ashmore Computers $1 320
worth of inventories on credit (ref # 224).

e AJF Ltd (4101.5) sold Ashmore Computers inventories for $4 835 on

credit (ref # 998).

» Exercise 1.62, page 123

o
e

Purchase of assets (other than inventories)

Assets other than inventories are purchased by businesses for use in the business.
These assets are an investment of the business’s resources and are bought with the
intention that they will help to generate revenue in the business. Thus a delivery
vehicle may be purchased to assist in distributing goods to customers. This in turn
means that more sales are expected because a delivery service can be offered to
customers.
e When assets are purchased for cash or on credit, the asset account is debited

(asset increasing) with the net amount (value).

e The gross amount (price) is credited to either the bank account (asset
decreasing) or to an accounts payable account (liability increasing).

e The amount of GST on the purchase (1/11th of the price or 10% of the value) is
recorded as a debit to the GST clearing account (liability decreasing) because
this amount is reclaimable from the ATO. It is an input tax credit.

Purchase of an asset for cash

July3  Ashmore Computers Furniture AT Dr $2 000
purchased furniture for Bank Al Cr $2 200
the business valued at GST clearing Ll Dr $200 (1/11th x $2200)
$2 200 for cash (cheque 671)

Purchase of an asset on credit

July3  Ashmore Computers Office equipment AT Dr $3 000
purchased office equipment Accounts payable —
worth $3 300 for use in the The Office Place LT Cr $3 300
business. Bought on credit GST clearing Ll Dr $300 (1/11th x $3 300)

from The Office Place
(ref # 331)
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Purchase of an asset on credit with a part payment

July3  Ashmore Computers Motor vehicle AT Dr $20 000
purchased a motor vehicle Accounts payable
for $22 000 from CCC Motors — CCC Motors LT Cr $22 000
and paid a deposit of $4 000, GST clearing Ll Dr $2 000 (1/11thx$22000)
agreeing to pay the Accounts payable
remainder of the amount by — CCC Motors LI Dr $4 000
the end of the month Bank Al Cr $4 000

(ref # 443233; cheque 672)

Ashmore Computers
General journal (extract)

Date Particulars i Account Post Debit Credit
2009 no. ref $ $
Jul3  Furniture Dr 3201 2000
GST clearing Dr 4102 200
Bank Cr 3103 2200
(Cash payment for an asset — CH671)
Office equipment Dr 3205 3000
GST clearing Dr 4102 300
Accounts payable — The Office Place Cr 4101.6 3300
(Credit purchase of asset — ref # 331)
Motor vehicle Dr 3204 20 000
GST clearing Dr 4102 2000
Alternatively, these Accounts payable - CCC Motors Cr 4101.7 22 000
two entries can be —| (Credit purchase of asset — ref # 443233)
combined into one. Accounts payable - CCC Motors Dr 4101.7 4000
Bank Cr 3103 4000
(Cash payment, deposit - CH672)
Motor vehicle Dr 3204 20 000
GST clearing Dr 4102 2000
—>  Accounts payable - CCC Motors Cr 4101.7 18 000
Bank Cr 3103 4000
(Credit purchase of asset on
ref # 443233 and payment on CH672)
Review & 1 3
practice
Journalise the following transactions for Ashmore Computers on 4 July

2008.

a Purchased $1 100 worth of furniture for cash (cheque 673).

b Purchased $2 835 worth of equipment on credit from BBB Ltd (4101.8)
(ref # 09865).

¢ Bought equipment costing $5 500 from Lots of Equip Ltd (4101.9) on
credit (ref # 1154) and paid a 10% deposit in cash (cheque 674).

d Motor Mart sold Ashmore Computers a vehicle for $44 000 cash
(cheque 673).

B > Exercise 1.63, page 124



Assume all figures
given are inclusive of
GST unless otherwise
stated.

An alternative method
of recording exists for
the treatment of
expenditure. See
page 74.

In a service industry,
supplies expense
would be recorded for
items used directly in
providing the service
- e.g. shampoo in a
hairdressing salon.

Transaction analysis

Review &

Transactions with GST, general ledger and trial balance a .

Purchase of other goods/supplies and services (expenditure)

Supplies and services (stationery, advertising and so on) are purchased for use by

the business and are costs (expenses) involved in operating the business. They are

either paid for in cash or purchased on account (purchased on credit) with an
agreement to pay for them later.

e When supplies and services are purchased for cash or credit, the expense
account is debited (expense increasing) with the net amount (value).

e The gross amount (price) is credited either to bank (asset decreasing) or to an
accounts payable account (liability increasing).

e The amount of GST on the purchase (1/11th of the price or 10% of the value) is
recorded as a debit to the GST clearing account (liability decreasing) because
this amount can be claimed back from the ATO and will therefore reduce the
business’s total GST liability.

Purchase of goods/supplies (not inventories) for cash

July5  Ashmore Computers paid Cleaning services ET Dr $30

$33 cash for cleaning Bank Al Cr $33

services (cheque 676) GST clearing Ll Dr $3 (1/11th x $33)
Purchase of good/supplies (not inventories) on credit
July5  Ashmore Computers Advertising expense ET  Dr $400

purchased $440 worth of Accounts payable —

advertising from Ads Ads Unlimited LT Cr $440

Unlimited with whom GST clearing Ll Dr $40 (1/11th x $440)

the business has an account

(ref # 29)

Ashmore Computers
General journal (extract)

Date Particulars Account Post Debit Credit
2009 no. ref $ $
Jul 5 Cleaning services Dr 2403 30

GST clearing Dr 4102 3

Bank Cr 3103 33

(Cash purchase of services — CH676)

Advertising Dr 2301 400

GST clearing Dr 4102 40

Accounts payable — Ads Unlimited Ltd Cr  4101.10 440

(Credit purchase of services — ref # 29)

practice 1 4

Journalise the following transactions for Ashmore Computers on 6 July 2008S.

a Purchased office stationery for $627 from Works for the Office (4101.11)
where a monthly account is held (ref # FF3998).

Paid $440 for insurance of premises (cheque 677).
Paid commercial rent of $1 320 for the month (cheque 678).

d Purchased $330 of fuel and other motor vehicle supplies from Astrol
Garage Pty Ltd (4101.12) on account (ref # 09393980).

0



The Trade Practices
Act outlines legal
reasons for returning
goods to a supplier
and the conditions
under which a
purchaser is entitled
to a refund.

Where a cash return
is recorded, a receipt
will be issued as cash
is received.

Assume all figures
given are inclusive of
GST unless stated
otherwise.
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Purchases returns and allowances

If a business purchases goods (inventories) from a supplier and then finds that the
purchases have defects, are unsuitable, or have been damaged in getting to their
location, those purchases may be returned to the supplier. Sometimes damaged
items are not returned. Instead, an allowance is made on the price originally
charged as an acknowledgement that inferior goods have been supplied. Although
returns could apply to any asset purchased, this text will focus on the returns
associated with the cash and credit purchase of inventories and will use the
account name ‘purchase returns’ to indicate allowances made.

GST and source documents

The source document that verifies a credit purchase return or a credit purchase
allowance is called an adjustment note. It is necessary to adjust the GST recorded
on the tax invoice prepared when the original purchase was made. Because this is
an incoming source document, it will be referred to as ‘ref # xxx.

Purchases returns (cash and credit)

* An adjustment note has the effect of reversing all or part of the amount on the
original tax invoice. If inventories purchased for cash or credit are returned, the
inventory account is credited (asset decreasing) with the net amount (value).

* The gross amount (price) of the purchase return is debited to either bank (asset
increasing) or to an accounts payable account (liability decreasing).

* The amount of GST on the purchase return (1/11th of the price or 10% of the
value) is recorded as a credit to the GST clearing account (liability increasing)
because this amount can no longer be claimed back from the ATO and will
therefore increase the business’s total GST liability.
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Transaction analysis Purchases returns — cash

July7  Ashmore Computers Inventories Al Cr $40
returned $44 worth of goods Bank AT  Dr $44
purchased for cash on 1 July GST clearing LT Cr $4
(R217) (1/11th x $44)
Purchases returns — credit
July7  Ashmore Computers notified Inventories Al Cr $100
Tech Ltd (4101.1) that $110 Accounts payable
worth of goods purchased —Tech Ltd LI Dr $110
on credit on 1 July were GST clearing LT Cr $10
faulty. The supplier agreed (1/11th x $110)

to adjust the value of the
original invoice (ref # 432)

Ashmore Computers
General journal
Date Particulars Account Post Debit Credit
2009 Y no. ref $ $
Jul7  Bank Dr 3103 44
Inventories Cr 3105 40
GST clearing Cr 4102 4
(Cash - purchases returns R217)
Accounts payable — Tech Pty Ltd Dr 4101.1 110
Inventories Cr 3105 100
GST clearing Cr 4102 10

(Credit purchases returns ref # 432)

Review & . 15

practice

Journalise the following transactions for Ashmore Computers on 8 July 2008S.

a Returned $66 worth of inventories purchased for cash on 2 July and
received a refund (R218).

b Returned $550 worth of inventories purchased on credit from Good
Suppliers Ltd (4101.2) (ref # 09776).

¢ Nifty Computers (4101.3) paid a cheque for $55 as a refund for goods
returned (R219).

d A small number of goods supplied by JKL Pty Ltd (4101.4) were found to
be damaged in part. Negotiation with the supplier resulted in an agreement
to adjust the original invoice by $22 (ref # 09877).

B > Exercise 1.66, page 124
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Cheques paid to accounts payable

When a cheque is written to pay an accounts payable:
* the bank account is credited (asset decreasing)
* the accounts payable account is debited (liability decreasing).

GST and source documents

A cheque is used to evidence the payment of cash to accounts payable. No entry is
required for GST, as this was recorded at the time of purchase.

Transaction analysis Cash payment to accounts payable

July 11  Ashmore Computers paid Accounts payable

The Office Place $3 300 in —The Office Place LI  Dr $3300

settlement of its account Bank Al Cr $3 300

(cheque 684).

Ashmore Computers
General journal
Date Particulars Account Post Debit Credit
2009 Y no. ref $ $
Jul 11 Accounts payable — The Office Place 4101.6 3300
Bank 3103 3300

(Cash paid to accounts payable — CH684)
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practice 16

Journalise the following transactions for Ashmore Computers on 12 July
2008.

a
b

Paid $1 320 to JKL Pty Ltd (4101.4) (cheque 679).

Cheque 680 for $2 838 was sent to BBB Ltd (4101.8) to pay the
account held with this business.

Paid Astrol Garage Pty Ltd (4101.12) the amount owing in full $330
(cheque 682).

Good Suppliers Ltd (4101.2) were sent cheque 683 for $1 441.
Paid cheque 685 for $4 950 to Lots of Equip Ltd (4101.9).
Cheque 686 for $627 was sent to Works for the Office (4101.11).
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EXAMPLE 3

Purchases of assets, inventories and other supplies and services,
purchases returns of inventories and cash payments

Blackall Computers had the following transactions for the month of June 2008.

June 3

12
15

16
22

29
30

Purchased $3 300 worth of inventories on credit from Trading Supplies
(ref # 8876)

Paid cash for electricity $220 (cheque 000823)

Purchased equipment from T Black Ltd for $6 600 on credit (ref # T33398)
Returned inventories valued at $330 to Trading Supplies as they were the
incorrect size (ref # 44)

Paid Trading Supplies $2 970 in settlement of account (cheque 000824)
Purchased fuel and motoring supplies (charge to motor vehicle expenses)
on credit from ABP Garage for $253 (ref # 3503)

Purchased $4 400 worth of inventories for cash (cheque 000825)
Returned $77 worth of inventories originally purchased for cash to the
supplier and received a cash refund (R3039)

Paid T Black Ltd the amount owing (cheque 000826)

Paid ABP Garage the amount owing in full (cheque 000827)

The general journal, chart of accounts (extract) and general ledger for Blackall
Computers would appear as follows:

Blackall Computers
General journal

Date Particulars Account Post Debit Credit
2009 no. ref $ $
Jun 3 Inventories Dr 3105 v« 3000.00
GST clearing Dr 4102 v«  300.00
Accounts payable — Trading Supplies Cr 4101.1 v/ 3 300.00
(Credit purchase of inventories —
ref # 8876)
Electricity Dr 2409 v  200.00
GST clearing Dr 4102 v/ 20.00
Bank Cr 3103 v 220.00
(Cash payment for service — CH000823)
7 Equipment Dr 3205 v/ 6 000.00
GST clearing Dr 4102 v  600.00
Accounts payable — T Black Ltd Cr 4101.2 v/ 6 600.00

(Credit purchase of equipment —
ref # T33398)

9 Accounts payable — Trading Supplies Dr 4101.1 v  330.00

Inventories Cr 31056 v 300.00
GST clearing Cr 4102 v 30.00
(Credit purchase returns — ref # 44)
12 Accounts payable — Trading Supplies Dr 4101.1 « 2970.00
Bank Cr 3103 v 2 970.00

(Cash payment — CH000824)
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Date Particulars Account Post Debit Credit
2009 no. ref $ $
15 Motor vehicle expenses Dr 2412 «»  230.00
GST clearing Dr 4102 v/ 23.00
Accounts payable — ABP Garage Cr 4101.3 v 253
(Credit purchase — ref # 3503)
16 Inventories Dr 3105 v/ 4 000.00
GST clearing Dr 4102 v  400.00
Bank Cr 3103 v 4 400.00
(Cash payment for inventories —
CH000825)
22 Bank Dr 3103 v 77.00
Inventories Cr 31056 v 70.00
GST clearing Cr 4102 v/ 7.00
(Cash purchases returns — R3039)
29 Accounts payable — T Black Ltd Dr 4101.2 « 6 600.00
Bank Cr 3103 v 6 600.00
(Cash payment — CH000826)
30 Accounts payable — ABP Garage Dr 4101.3 v  2583.00
Bank Cr 3103 v 253.00

(Cash payment — CH000827)

Chart of accounts (extract) for Blackall Computers

1 Revenue 2 Expenses 3 Assets 4 Liabilities 5 Owner’s equity
2409 3103 41011
2412 3105 4101.2
3205 4101.3
4102
Blackall Computers Blackall Computers
General ledger (extract) — T-format General ledger (extract) — columnar format
Dr Cr
Date Particulars Amount Date Particulars Amount Date Particulars Debit Credit Balance
$ $ $ $ $
2009 2009 2009
2409 Electricity a/c 2409 Electricity a/c
Jun 3 Bank 200.00 I Jun 3 Bank 200.00 200.00 Dr
2412 Motor vehicle expenses a/c 2412 Motor vehicle expense a/c

Jun 15 Accounts payable —

Jun 15 Accounts payable
ABP G 230.00 230.00 D
—ABP Garage  230.00 | arage i .




3103 Bank a/c

70.00
7.00

Jun 22 Inventories
GST clearing

Jun 3 Electricity expense 200.00
GST clearing 20.00

12 Accounts payable
—Trading Supplies 2 970.00

16 Inventories 4.000.00

GST clearing 400.00
29 Accounts payable

— T Black Ltd 6 600.00
30 Accounts payable

— ABP Garage 253.00

3105 Inventories a/c

Jun 3 Accounts payable
—Trading Supplies 3 000.00

Jun 9 Accounts payable
— Trading Supplies 300.00

16 Bank 4000.00 22 Bank 70.00
3205 Equipment a/c
Jun 7 Accounts payable
—TBlack Ltd 6 000.00
41011 Accounts payable — Trading Supplies
Jun 9 Inventories 300.00 | Jun 3 Inventories 3000.00
GST clearing 30.00 GST clearing 300.00
12 Bank 2970.00
4101.2 Accounts payable — T Black Ltd
Jun 29 Bank 6600.00 | Jun 7 Equipment 6 000.00
GST clearing 600.00
4101.3 Accounts payable — ABP Garage
Jun 30 Bank 253.00 | Jun 15 Motor vehicle
expenses 230.00
GST clearing 23.00
4102 GST clearing a/c

Jun 3 Accounts payable 300.00
—Trading Supplies

Jun 9 Accounts payable
— Trading Supplies  30.00

Bank 20.00 22 Bank 7.00
7 Accounts payable
— T Black Ltd 600.00
15 Accounts payable
— ABP Garage 23.00
16 Bank 400.00

WKL) CHAPTER 1: INTRODUCTION TO ACCOUNTING

3103 Bank a/c

Jun 3 Electricity expense 200.00 200.00 Cr
GST clearing 20.00 220.00 Cr
12 Accounts payable
— Trading Supplies 2970.00 3190.00 Cr
16 Inventories 4.000.00 7 190.00 Cr
GST clearing 400.00 7 590.00 Cr
22 Inventories 70.00 7 520.00 Cr
GST clearing 7.00 7 513.00 Cr
29 Accounts payable —
T Black Ltd 6 600.00 14 113.00 Cr
30 Accounts payable —
ABP Garage 253.00 14 366.00 Cr
3105 Inventories a/c
Jun 3 Accounts payable —
Trading Supplies 3000.00 3000.00 Dr
9 Accounts payable —
Trading Supplies 300.00 2 700.00 Dr
16 Bank 4.000.00 6 700.00 Dr
22 Bank 70.00 6 630.00 Dr
3205 Equipment a/c
Jun 7 Accounts payable —
ABP Garage 6 000.00 6 000.00 Dr
4101.1 Accounts payable — Trading Supplies
Jun 3 Inventories 3000.00 3000.00 Cr
GST clearing 300.00 3 300.00 Cr
9 Inventories 300.00 3000.00 Cr
GST clearing 30.00 2 970.00 Cr
12 Bank 2 970.00 0.00
4101.2 Accounts payable — T Black Ltd
Jun 7 Equipment 6 000.00 6 000.00 Cr
GST clearing 600.00 6 600.00 Cr
29 Bank 6 600.00 0.00
4101.3 Accounts payable — ABP Garage
Jun 15 Motor vehicle expenses 230.00 230.00 Cr
GST clearing 23.00 253.00 Cr
30 Bank 253.00 0.00
4102 GST clearing a/c
Jun 3 Accounts payable —
Trading Supplies 300.00 300.00 Dr
Bank 20.00 320.00 Dr
7 Accounts payable —
T Black Ltd 600.00 920.00 Dr
9 Accounts payable —
Trading Supplies 30.00 890.00 Dr
15 Accounts payable —
ABP Garage 23.00 913.00 Dr
16 Bank 400.00 1313.00 Dr
22 Bank 7.00 1306.00 Dr
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practice

Use the information in example 3 (pages 76-8) to complete the following.
a Pencil balance the T-format GST clearing account.
b Take out a trial balance.

B > Exercise .69, page 125

Alternative treatment for expenditure

Alternative treatments for recording some accounting transactions exist. One such
alternative concerns the way in which expenditure is recorded when it is incurred.
This alternative treatment of expenditure is technically more correct and is used by
many businesses, so it is worthwhile to familiarise yourself with it.

Supplies and services (such as stationery) are purchased for use by the
business, and these expenses are then used up over the accounting period. This
means that when the payment is initially made for these goods (or services, as the
case may be) they could be treated as an asset instead of an expense because they
are owned by the business until such time as they are used up. It is at that point —
when they are used — that the stationery becomes an expense. Although assets are
not used up in the same sense as expense items, in chapter 6 we will study in more
detail how other assets are actually treated in a similar manner.

A comparison of the treatment for the initial recording of expenditure is shown

below.

2009

Dec 29 Purchased $880 worth of stationery for cash

Method 1: Method 2:

Stationery expense Dr 800 Prepaid stationery Dr 800

GST clearing Dr 80 GST clearing Dr 80
Bank Cr 880 Bank Cr 880

Using method 1, at the end of the accounting period stationery still on hand is
recorded as an asset; if using method 2, the amount of stationery used is recorded as
an expense. The end result is the same, no matter which method is used.
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Learning objective 3

Sales (supply) of goods and services

When a sale is made the business is said to have made a supply of goods to another
party. When goods or services are supplied, a registered business must add 10%
GST to the value (net amount) of the goods or services to determine the price
charged (gross amount).

When sales are recorded, the GST clearing account is credited.

GST and source documents

The source document for a sale is an invoice, which for GST purposes must have
the words ‘tax invoice’ printed on it together with the Australian Business Number
of the business making the supply (selling the inventories/goods/service). This
document is evidence that a sale has occurred and it is from this source document
that entries are made in the accounting records. They will be consecutively
numbered by the business issuing them. In this way, invoices can be traced easily
in the accounting system.

Sale of inventories

Sales of inventories to customers are made either for cash or on credit terms
offered by the business. Sales of inventories are the main source of revenue for a
trading business.
The price a business charges for its goods is determined by a number of factors,
but principally the concept is that inventories are sold at cost price plus mark-up.
The concept of a 100% mark-up is represented as:

Cost price + Mark-up Sale price (value)

$100 + $100 = $200
(100% x $100)

Adding GST to this equation, the actual selling price is determined as:

Cost price + Mark-up = Sale price + GST 10% = Actual
(value) selling price
(net amount) (gross amount)

$100 + $100 = $200 + $20 = $220

(100% x $100)

When sales of inventories are made, two distinct entries (with their respective
debits and credits) are made in the accounting records.

The first entry records the selling price, including GST. When inventories are
sold for cash or on credit, the sales account is credited (revenue increasing) with
the net amount (value). The gross amount (price) is debited to either the bank
account (asset increasing) or to an accounts receivable account (asset increasing).

The name of the customer is recorded after the words ‘accounts receivable’. All
accounts receivable accounts are numbered as 3104 to show they are all accounts
receivable, but are individualised by adding .1, .2 and so on to each account. This
means that the first accounts receivable account is numbered 3104.1, the next
3104.2 and so on.
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The second entry records the cost price of the goods being sold. An account
called the cost of goods sold account is debited (expense increasing). The
inventories account is credited (asset decreasing).

When inventories (goods intended for resale) are purchased by a trading
business they are recorded at the cost price as an assett — they are owned by the
business. When inventories are sold, this asset is decreased and the value (at its cost
price) is transferred to an expense account called ‘Cost of goods sold’. The process
of ‘expensing’ the asset (inventories) when items are sold allows for the expense
(cost of goods sold) to be offset against the revenue recorded when the sale is made
(the selling price recorded in the revenue account — sales). Revenue less expenses
represents profit. This concept is studied in detail in Chapter 2. Chapter 5 provides
an in-depth study of how cost of goods sold is calculated. In Chapter 1, cost of
goods sold will be given whenever a sale of inventories is to be recorded.

Sale of inventories for cash Transaction analysis

July 13 Ashmore Computers sells Bank AT Dr $440

$440 worth of inventories Sales RT Cr $400 <«— Selling price

for cash. GST clearing LT Cr $40

The cost of the goods sold Cost of goods sold ET Dr $200 <«—————— Cost price

was $200 (CRS) Inventories Al Cr $200

CRS = cash register

Sale of inventories on credit summary
July 13 Ashmore Computers sells Accounts receivable AT  Dr $220

$220 worth of inventories Sales RT Cr $200 <«— Selling price

on credit to T McDade, GST clearing LT Cr $20

an accounts receivable.

The cost of goods sold for these ~ Cost of goods sold ET Dr $100 ~«————— Cost price

goods is $100 (invoice 556) Inventories Al Cr $100

Ashmore Computers
General journal (extract)

Date Particulars l Account Post Debit Credit
2009 no. ref $ $
Jul 13 Bank Dr 3103 440

Sales Cr 1101 400

GST clearing Cr 4102 40

(Cash receipt for sales — CRS)

Cost of goods sold Dr 2101 200
Inventories Cr 3105 200
(Sale at cost price)

Accounts receivable — T McDade Dr 3104.1 220
Sales Cr 1101 200
GST clearing Cr 4102 20
(Credit sale — I556)

Cost of goods sold Dr 2101 100
Inventories Cr 3105 100
(Sale at cost price)
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18

Although GST is not
charged on second-
hand goods, when a
business disposes of
some assets, it is
considered a supply
and not a
transaction.

Transaction analysis

Journalise the following transactions for Ashmore Computers on 14 July
2008.

a Sold inventories (cost price $400) for cash $880 (CRS).

b Sold inventories on credit to Appleby Co. (3104.2) for $990 (cost price
$450, invoice 557).

c Bateau Bay Electrics (3104.3) purchased inventories on account for
$2 310 (cost price $1 050, invoice 558).

d Cash customer purchased inventories $2 030 (cost price $950, CRS).

» Exercise 1.70, page 125

Sale of assets (other than inventories)

A business may need to sell its assets (other than inventories) such as shop display
fittings, furniture and vehicles in certain situations, such as when new assets are
purchased or when assets become surplus to the needs of the business. In this
chapter, whenever assets (other than inventories) are sold, we assume they are sold
at their original cost. In chapter 6 we will consider the implications of selling assets
(other than inventories) at a value either above or below their value in the books of
the business. Sales of assets require a business to charge GST on the supply.
When assets are sold for cash or on credit:
* the asset account is credited (asset decreasing) with the net amount (value)
* the gross amount (price) is debited to either the bank account (asset
increasing) or to an accounts receivable account (asset increasing)
* the amount of GST on the sale (1/11th of the price or 10% of the value) is
recorded as a credit to the GST clearing account (liability increasing).

Sale of assets for cash

(Asset sold on credit — 1559)

July 15 Ashmore Computers sells Furniture Al Cr $500
some excess furniture for Bank AT Dr $550
$550 cash (receipt 221) GST clearing LT Cr $50
Sale of assets on credit
July 15 Ashmore Computers sells Furniture Al Cr $5 000
some excess furniture for Accounts receivable
$5 500 on credit to — LWilliams AT  Dr $5 500
L Williams (invoice 559) GST clearing LT Cr $500
Ashmore Computers
General journal (extract)
Date Particulars l Account Post Debit Credit
2009 no. ref $ $
Jul 15 Bank Dr 3103 550
Furniture Cr 3201 500
GST clearing Cr 4102 50
(Cash received for sale of asset — R221)
Accounts receivable — L Williams Dr 3104.4 5500
Furniture Cr 3201 5000
GST clearing Cr 4102 500
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Journalise the following transactions for Ashmore Computers on 16 July
2008.

a Sold for cash excess office equipment at its cost price, $1 804 (receipt
222).

b Sold furniture (at cost) that was no longer required to Beachmere Traders
Pty Ltd (3104.5) on credit for $1 199 (invoice 560).

B > Exercise .71, page 125

Sale of services

The sale of a service rather than a good is the main distinction between a service

and a trading business. In the case of Ashmore Computers, both inventories and

services are sold. Both are sources of revenue for the business.
When services are sold for cash or credit:

* the service fees revenue account is credited (revenue increasing) with the net
amount (value)

* the gross amount (price) is debited either to the bank account (asset
increasing) or to an accounts receivable account (asset increasing)

* the amount of GST on the sale (1/11th of the price or 10% of the value) is
recorded as a credit to the GST clearing account (liability increasing).

Transaction analysis Sale of service for cash

July 17 Ashmore Computers Service revenue RT Cr $200
serviced a computer for a Bank AT  Dr $220
cash customer for $220 GST clearing LT Cr $20

(cash register docket issued)

Sale of service on credit

July 17 Ashmore Computers serviced Service revenue RT Cr $400
a computer for Texas Pty Ltd, Accounts receivable
a credit customer, and —Texas Pty Ltd AT Dr $440
charged $440 (invoice 561) GST clearing LT Cr $40

Ashmore Computers
General journal (extract)

Date Particulars Account Post Debit Credit
2009 no. ref $ $
Jul 17 Bank 3103 220
Service revenue 1102 200
GST clearing 4102 20
(Cash received for sale of service — CRS)
Accounts receivable — Texas Pty Ltd 3104.6 440
Service revenue 1102 400
GST clearing 4102 40

(Credit sale of service — 1561)
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Journalise the following transactions for Ashmore Computers on 18 July 2008.
a Serviced computer for a cash customer $132 (cash register docket issued).

b Serviced computers for credit customer, J J Hill Ltd (3104.7], and
charged $1 100 to the account (invoice 562).

¢ Cash services performed and cash register dockets issued for a total of
$3 300.

d Performed service on computers for Black Pty Ltd (3104.8) and invoiced
%2 200 (invoice 563).

Assume all figures
given are inclusive of
GST unless stated
otherwise.

@ Helpful hints

* Cost of goods sold is recorded only when inventories are sold (not
services or other assets). The amount is generally calculated using
various costing methods but in this chapter the figure is provided
for you.

e Cost of goods sold in a service industry is called supplies expense,
and is recorded when expenses are incurred as part of providing
the service.

Sales returns and allowances

If customers buy goods and find they have defects, are unsuitable or have been
damaged in getting to their location, they may return the goods. However,
sometimes damaged items may not be returned. Instead, an allowance is made on
the price originally charged as an acknowledgment that inferior goods have been
supplied. The same applies if the customer has been overcharged for goods. In this
text, for simplicity, sales returns will assume goods returned are not damaged and
can be resold.

GST and source documents

The source document that verifies a credit sales return or credit allowance is called
an adjustment note. It is necessary to adjust the GST recorded on the tax invoice
prepared when the original sale was made.

Sales returns (cash and credit)

An adjustment note has the effect of reversing all or part of the amount on the

original tax invoice. If inventories sold for cash or credit are returned:

* sales returns are debited (negative revenue increasing). This account records
the value of the sale being reversed

* inventories (asset increasing) is debited because the items are returned to stock
for resale

e the gross amount (price) of the sales return is credited to either the bank
account (asset decreasing) or to an accounts receivable account (asset
decreasing)



Calculate the GST
component by dividing
the sale price by 11.

Transaction analysis

A negative revenue
account is opposite to
a revenue account
and has a debit
nature.

Transactions with GST, general ledger and trial balance @

e the amount of GST on the sales return (1/11th of the price or 10% of the value)
is recorded as a debit to the GST clearing account (liability decreasing) because
this amount is no longer owing to the ATO and will therefore decrease the

business’s total GST liability

* cost of goods sold (expense decreasing) is credited to reverse the entry made

when the sale (at cost price) was recorded.
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Sales returns - cash refund
July 19 A cash customer returns $33 Sales returns -RT  Dr $30
worth of damaged goods to Bank Al Cr $33
Ashmore Computers. The cost GST clearing LI  Dr $3
of the goods being returned Inventories AT  Dr $15
is $15 (cheque 687) Cost of goods sold El Cr $15
Sales returns - credit
A credit customer, T McDade, Sales returns -RT Dr $40
returns goods to the value Accounts receivable —
of $44. The cost of goods sold T McDade Al Cr $44
for these goods was $20 GST clearing Ll  Dr $4
(adjustment note 13) Inventories AT Dr $20
Cost of goods sold El Cr $20

Ashmore Computers
General journal (extract)

Date Particulars ¢ Account Post Debit Credit
2009 no. ref $
Jul 19 Sales returns 1101A 30
GST clearing 4102 3
Bank 3103 33
(Cash payment for sales returns
at selling price - CH687)
Inventories 3105 15
Cost of goods sold 2101 15
(Sale returns at cost price)
Sales returns 1101A 40
GST clearing 4102 4
Accounts receivable — T McDade 3104.1 44
(Sales returns at selling price — A13)
Inventories 3105 20
Cost of goods sold 2101 20

(Sales returns at cost price)
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Journalise the following transactions for Ashmore Computers on 20 July 20089.

a Inventories sold for cash on 14 July for $220 (cost price $100) were
returned (cheque 688]).

b Appleby Co. (3104.2) returned inventories bought on credit worth $330
on 14 July (cost price $150, adjustment note 15).

B > Exercise .74, page 126

Cash received from accounts receivable

Accounts receivable Generally, at the end of the month, debtors settle the outstanding balances of

are also known as accounts. This means the amount owing by accounts receivable is received.

debtors. Sometimes the full amount owing is received and sometimes a part-payment is
made by the debtor.

When a cheque (or cash) is received from an accounts receivable:
* the bank account is debited (asset increasing)
* the accounts receivable account is credited (asset decreasing).

Transaction analysis Cash received from accounts receivable — discount given

July 23 Ashmore Computers receives Bank AT Dr $1 100
$1 100 from J J Hill Ltd, being Accounts receivable
payment of the account —JJHill Ltd Al Cr $1 100
(receipt 226)

Ashmore Computers
General journal (extract)

Date Particulars i Account Post Debit Credit

2009 no. ref $ $

Jul 21 Bank Dr 3103 1100
Accounts receivable —J J Hill Ltd Cr 3104.7 1100

(Cash received from accounts receivable — R226 )

Rewe%r%ctice 2 2

Journalise the following transactions for Ashmore Computers on 22 and 23
July 2008.

a July 22 Bateau Bay Electrics paid $2 310 in payment of their account
(receipt 224), and Beachmere Traders Pty Ltd paid $1 200
owing (receipt 225).

b July 23 Ashmore Computers receives $2 200 from Black Pty Ltd
(receipt 227).

L xercises 1.75 and 1.76, page 126



Interest received is
called an input taxed
supply, as it is a
supply made by a
financial institution
that can claim GST
credits on any
goods/services it
purchases but cannot
charge GST on its
supplies.

Transaction analysis

Transactions with GST, general ledger and trial balance a

Cash received for other revenues

When a cheque (or cash) is received from a source other than an accounts
receivable, the bank account is debited (asset increasing). The other account will
record the revenue that is being received and will be credited (revenue increasing).

Generally, GST is included in amounts received for other revenues such as rent
revenue (where rent is for commercial premises) and commission revenue. When
interest is received, GST is not included because interest is classified as a ‘financial
supply’ and GST is not added to financial supplies. Similarly, GST is not payable on
dividends received from investments.

Any cash received is evidenced by a receipt, which can take many forms. These
will be discussed in more detail in chapter 3.

Cash received for other revenues

July 23 Ashmore Computers has Bank AT Dr $330
sublet its business premises Rent revenue RT Cr $300
and receives a cheque from a GST clearing LT Cr $30

tenant for rental revenue
$330 (receipt 228)

Ashmore Computers
General journal (extract)

Date Particulars i Account Post Debit Credit
2009 no. ref $ $
Jul 23 Bank Dr 3103 330
Rent revenue Cr 1106 300
GST clearing Cr 4102 30

(Cash received for rent — R228)
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Journalise the following transactions for Ashmore Computers on 24 July 20089.

a Ashmore Computers received interest on an investment $400 (receipt
229). GST is not applicable in this transaction.

b Ashmore Computers issued receipt 230 to record a cheque for $550
received from Aspley Drycleaners for agent’'s commission.

N > Exercise 1.77, page 126

DRY CLEANING
s EANI\CES

EXAMPLE 4

Consolidation of sales of inventories, assets and services for cash
and on credit, and returns of inventories; cash received from
accounts receivable and cash received for other revenue

Barcaldine Computers had the following transactions for the month of August
2009. (Use the chart of accounts inside the front cover of this textbook.)

Purchased $22 000 worth of inventories for cash (cheque 009)

Cash sales of $1 320 worth of inventories (cost price $600) CRS

Owner contributed furniture worth $30 000 (memo 3/8/2009)

Tenant paid rent $517 (receipt 531)

Sold inventories to Blackall College for $17 160 (cost price $7 800) (invoice

7774)

8 Stella Pty Ltd purchased inventories for $15400 on credit (cost price

$7 000, invoice 7775)

19 Serviced computers on account for West SHS and charged $1 210 for this
service (invoice 7776)

21 Sold furniture (at cost) $26 400 on credit to Inland Traders (invoice 7777)

24 Received a cheque from Blackall College for $17 160 in settlement of their
account (receipt 532)

30 Stella Pty Ltd returned $1 892 worth of inventories (adjustment note 82,

cost price $860)
The general journal and general ledger (extract) for Barcaldine Computers would
appear as shown on pages 89-91.

Aug
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Barcaldine Computers
General journal

Date Particulars Account Post Debit Credit
2009 no. ref $ $
Aug 1 Inventories Dr 3105 v, 20000
GST clearing Dr 4102 v 2000
Bank Cr 3103 v 22 000
(Cash purchase — CH009)
2 Bank Dr 3103 v 1320
Sales Cr 1101 (4 1200
GST clearing Cr 4102 4 120
(Cash sales — CRS)
Cost of goods sold Dr 2101 v 600
Inventories Cr 3105 4 600
(Sale at cost price)
3 Furniture Dr 3201 v 30000
Capital Cr 5101 v 30 000
(Owner’s contribution — memo 3/8/09)
4 Bank Dr 3103 v 517
Rent revenue Cr 1106 v 470
GST clearing Cr 4102 4 47

(Cash for rent — R531)
5 Accounts receivable —

Blackall College Dr 31041 v 17 160
Sales Cr 1101 v 15 600
GST clearing Cr 4102 4 1560
(Credit sale — 17774)
Cost of goods sold Dr 2101 v 7 800
Inventories Cr 3105 (4 7 800
(Sale at cost price)
8 Accounts receivable — Stella Pty Ltd  Dr 31042 v 15400
Sales Cr 1101 v 14 000
GST clearing Cr 4102 v 1400
(Credit sale — 17775)
Cost of goods sold Dr 2101 v 7 000
Inventories Cr 3105 4 7 000
(Sale at cost price)
19 Accounts receivable — West SHS Dr 31043 v 1210
Service revenue Cr 1102 v 1100
GST clearing Cr 4102 4 110
(Credit sale — 17776)
21 Accounts receivable — Inland Traders Dr 31044 ¢ 26400
Furniture Cr 3201 v 24 000
GST clearing Cr 4102 v 2 400
(Credit sale — 17777)
24 Bank Dr 3103 v 17160
Accounts receivable —
Blackall College Cr 31041 v 17 160
(Cash from debtor — R532)
30 Sales returns Dr 1101A v 1720
GST clearing Dr 4102 v 172
Accounts receivable —
Stella Pty Ltd Cr 31045 v 1892
(Credit sales returns A82)
Inventories Dr 3105 v 860
Cost of goods sold Cr 2101 4 860

(Sales returns at cost price)
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Barcaldine Computers

General ledger (extract) — T-format

Barcaldine Computers

General ledger (extract) — columnar format

Dr Cr
Date Particulars Amount Date Particulars Amount Date Particulars Debit Credit Balance
$ $ $ $ $
2009 2009 2009
1101 Sales a/c 1101 Sales a/c
Aug 2 Bank 1200 1200 Cr
Aug § ﬁB\zglgunts receivable 1200 5 Accounts receivable — Blackall College 15 600 16 800 Cr
8 A t ivable — Stella Pty Ltd 14 000 30800 C
— Blackall College 15 600 ccounts receivable — Stella Pty '
8 Accounts receivable
—Stella Pty Ltd 14 000
1101A Sales returns a/c 1101A Sales returns a/c
) Aug 30 Accounts receivable —
Aug 30 Accounts receivable
lla Pty L 172 1720D
“StellaPtyltd 1720 Stella Pty Ltd 0 obr
1102 Service revenue a/c 1102 Service revenue a/c
) Aug 19 Accounts receivable —
Aug 19 Accounts receivable
— West SHS 1100 West SHS 1100 1100 Cr
1106 Rent revenue a/c 1106 Rent revenue a/c
Aug 4 Bank 47 47
Aug 4 Bank 470 U9 PN 0 ocr
2101 Cost of goods sold a/c 2101 Cost of goods sold a/c
) ) Aug 2 Inventories 600 600 Dr
Aug g :nven:or!es , ggg Aug 30 Inventories 860 5 (METeEs 7800 8 400 Dr
8 Inventor!es 7000 8 Inventories 7 000 15 400 Dr
nventories 30 Inventories 860 14540 Dr
3103 Bank a/c 3103 Bank a/c
Aug 1 | i 2 2
Aug 2 Sales 1200 | Aug 1 Inventories 20000 gg’?”;ﬁ;f;g gggg 22 ggg g[
) (RSSthIeanng 1 ;g GST clearing 2 000 2 Sales 1200 20 800 Cr
Ggr% rle"e."”e i GST clearing 120 20 680 Cr
24 A cetarlng ivabl 4 Rent revenue 470 20 210 Cr
Cgl"“’l‘(s”’gcﬁ“’a £ 16302 GST clearing 47 20 163 Cr
=L BTl 24 Accounts receivable —
3104.1 Accounts receivable — Blackall College Blackall College 17160 3003 Cr
Aug 5 (S;;I_?sl ) 1? ggg P12 L il 3104.1 Accounts receivable — Blackall College
ceanng Aug 5 Sales 15 600 15 600 Dr
GST clearing 1 560 17 160 Dr
24 Bank 17 160 0
3104.2 Accounts receivable — Stella Pty Ltd
3104.2 A t ivable — Stella Pty Ltd
Aug 8 Sales revenue 14 000 | Aug 30 Sales returns 1720 ceounts receivable ALl
GST cleari 1400 GST cleari 172 Aug 8 Sales 14 000 14 000 Dr
clearing clearing GST clearing 1400 15 400 Dr
30 Sales returns 1720 13 680 Dr
GST clearing 172 13 508 Dr
3104.3 Accounts receivable — West SHS
Aug 19 Senvi 3104.3 Accounts receivable — West SHS
ug r:vro\al:ijee 1100 Aug 19 Service revenue 1100 1100 Dr
GST cleari 110 1210 D
GST clearing 110 L '
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Barcaldine Computers
General ledger (extract) — T-format

Barcaldine Computers
General ledger (extract) — columnar format

Dr Cr
Date Particulars Amount Date Particulars Amount Date Particulars Debit Credit Balance
$ $ $ $ $
2009 2009 2009
3104.4 Accounts receivable — Inland Traders 3104.4 Accounts receivable — Inland Traders
K Aug 21 Furniture 24 000 24 000 Dr
Aug 21 Furniture 24 000 )
GST cl 2400 26 400 D
GST clearing 2 400 Gieanng '
3105 Inventories a/c 3105 Inventories a/c
Aug 1 Bank 20 000 20 000 Dr
Aug 1 Bank 20000 | Aug 2 Cost of goods sold 600 .
30 Cost of qoods sold 860 5 Cost of doods sold 7 800 2 Cost of goods sold 600 19 400 Dr
05t 0T goods S0 : C°St °f goo ds S°I 7000 5 Cost of goods sold 7800 11600 Dr
0t 0T goods S0 8 Cost of goods sold 7000  4600Dr
30 Cost of goods sold 860 5 460 Dr
3201 Furniture a/c
) ) 3201 Furniture a/c
Aug 3 Capital 30 000 | Aug 21 Aclc?un;sTre;elvable24 000 Aug 3 Capital 30 000 30000 Dr
~ mand fraders 21 Accounts receivable —
4102 GST clearing a/c Inland Traders 24 000 6 000 Dr
Aug 1 Bank 2000 | Aug 2 Bank 120 .
4102 GST cl
30 Accounts receivable 4 Bank 47 LU Sl
) Aug 1 Bank 2 000 2 000 Dr
— Stella Pty Ltd 172 5 Accounts receivable — 2 Bank 120 1880 Dr
. 2lackaIItCoIIege " 1560 4 Bank 47 18330r
cgto lljln Tptrei‘:éva & 1400 5 Accounts receivable —
- g at Ll b Blackall College 1560 273 Dr
(il(\:lou? Sergcelva & 110 8 Accounts receivable —
’1 A €s & roceivabl Stella Pty Ltd 1400  1127Cr
clctl)undsTregewa & 2 400 19 Accounts receivable —
~ Iniand fraders West SHS 110 12370r
5101 Capital a/c 21 Accounts receivable —
- Inland Traders 2400 3637 Cr
Aug 3 Furniture 30000 30 Accounts receivable —
Stella Pty Ltd 172 3465 Cr
5101 Capital a/c
Aug 3 Furniture 30 000 30 000 Cr

Withdrawals by the owner (drawings)

As owners are the proprietors of their business, they have the right to withdraw cash,
inventories or goods from the business for their own use. A withdrawal by the owner
of any of the business assets is recorded in an account called drawings. The drawings
account is a negative owner’s equity account that is debit in nature because it has the
effect of decreasing the capital account. Drawings are often made by the owner in
anticipation of profits. The owner is entitled to withdraw these profits as a return on
the investment of their capital in the business.

Learning objective 4

GST and source documents

A memo, an email or even a rough note might verify the transaction and record the
GST when goods are withdrawn from the business by the owner. When cash is
withdrawn, a verifiable document (a cheque) provides the necessary evidence of the
transaction. The owner would sign or initial the receipt of cash or inventory.
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Transaction analysis

When the owner
withdraws
inventories, no sale
has occurred so
sales and COGS are
not affected.

Drawings of cash

Recall that when the owner withdraws cash, the drawings account is debited
(negative owner’s equity increasing) and the asset account (cash or inventories) is
credited (asset decreasing).

Drawings of cash and other assets (not inventories)

July 30 Zac Heliopolis, owner of Bank Al Cr $500

Ashmore Computers, Drawings —0eT  Dr $500

withdrew cash of $500

(cheque 828)

Ashmore Computers
General journal (extract)
Date Particulars ¢ Account Post Debit Credit
2009 no. ref $ $
Jul30 Drawings 5101A 500
Bank 3103 500

(Cash payment to owner - CH828)

Drawings of inventories

When the owner withdraws inventories for his or her own use, the drawings
account is debited (negative owner’s equity increasing) with the gross amount (cost
price + GST) and the inventories account is credited (asset decreasing) with the net
amount.

The GST recorded as an input tax credit when the goods were purchased must
be adjusted. The owner in this case becomes the consumer and therefore should
pay the GST on these inventories. If the business had continued to hold the
inventories, then the GST paid on them would have been included as an input tax
credit. The GST clearing account is credited (liability increasing) and the drawings
account is debited (negative owner’s equity increasing) with the GST adjustment.

Drawings of inventories

July 30 Zac withdraws $55 (cost price + GST) Drawings -0eT Dr $55
worth of inventories (memo 29/7/09) Inventories Al Cr $50
GST clearing LT Cr $5
Ashmore Computers
General journal (extract)
Date Particulars ¢ Account Post Debit Credit
2009 no. ref $ $
Jul30 Drawings 5101A 55
Inventories 3105 50
GST clearing 4102 5
(Withdrawal of goods for own use —
memo 29/7/2009)
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Journalise the following transactions for Ashmore Computers on 31 July
2008.

a The owner withdrew cash of $2 000 (cheque 829).

b The owner withdrew for own use goods with a purchase value of $3 300
(including GST) (memo 30/7 /2009).

L. > Exercise .80, page 128

Correction of errors

Learning objective 5 Inadvertently, errors in the processing of accounting information will occur from
time to time. When an error is found, it is standard practice to record a general
journal entry to correct the error. There are a number of methods that can be used
to correct errors. Many are acceptable, but the preferred method — especially in
computerised accounting systems — is the reversal/re-entry method.

GST and source documents

A variety of sources will provide the documentary evidence that an error has
occurred and requires a correction entry to be entered in the accounting records.
An error that involves a third party may be brought to the attention of the business

An audit is an through email, fax or letter. An internal error may be evidenced by an inter-office
independent check of ~ memorandum. The size of a business will often determine the formality of such
the accounting documents, but entries are not made in the accounting records without some form

Pecordst b‘/t a E“a"ﬁed of verifiable documentary evidence. This is particularly important where errors are
accountant wno

specialises in concerned. Evidence is held for audit purposes and to protect honest employees
auditing. who could otherwise be accused of falsifying records for their own gain.

Reversal and re-entry method

This method of correcting errors is to reverse the original entry and re-enter the
information correctly. This method is advantageous as it is easy to trace for audit
purposes and eliminates the compounding errors that can occur when other
methods are used. Consider the following entry recorded in a previous month.

Ashmore Computers
General journal (extract)

Date Particulars Account Post Debit Credit

2009 no. ref $ $
Original entry Mar 9 Rent 2419 200
GST clearing 4102 20

Bank 3103 220

(Cash payment for rent — CH650)
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Correction of errors — reversal and re-entry

Transaction analysis July 29 Inreviewing the accounting Reversal of original entry:
records for Ashmore Computers Bank Dr $220
it is revealed that during March ~ Rent El Cr $200
$220 was incorrectly recorded GST clearing LT Cr $20
in the rent account, instead Re-entry — corrected:
of the electricity account. A Bank Al Cr $220
The original entry on cheque for this amount has Electricity ET  Dr $200
page 93 is not been sent to the wrong party GST clearing L Dr $20
repeated in the and a letter has been received
records but is shown to alert Ashmore Computers to
. . the error (letter received 29/6/2009)
to consider what will
be required in the Ashmore Computers
reversal General journal (extract)
Date Particulars i Account Post Debit Credit
2009 no. ref $ $
Reversal entry Jul 29 Bank 3103 220
Rent 2419 200
GST clearing 4102 20
(Reversal of incorrect entry 9 March;
cancellation of CH650)

The effect of the reversal entry is that it cancels out the original entry. The
evidence of the reversal is clear to anyone who needs to check that the records are
accurate. It ensures that the correct information is entered into the general journal.
In this case, the correct information is that the expense recorded was supposed to
be electricity.

Ashmore Computers
General journal (extract)
Date Particulars Account Post Debit Credit
2009 no. ref $ $
Re.entpy Iul 29 EleCtriCity 2409 200
GST clearing 4102 20
Bank 3103 220

Review & |
practice

(Cash payment for electricity - CH818)

29

Journalise the following transactions for Ashmore Computers on 30 June 2008.

a In reviewing the accounting records for the business, it is found that a net
amount of $1 200 has been incorrectly posted to the advertising account
on 19 May, instead of the showroom expenses account. This error must
be corrected.

b S Tonkin (3104.9), an account receivable, has been debited with a sale of
inventories for $517. (Cost price was recorded as $220.) This was in fact
an incorrect entry. S Tonkin is an accounts payable (4101.14) and the
amount should have been recorded as a purchase of inventories for $517.
This transaction must be reversed and corrected.

ises 1.81 and 1.82, page 128
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Opening entry for a beginning business versus a
continuing business

Learning objective 6 Recall that earlier in this chapter we prepared entries in the general journal when
the owner began the business. This is called an opening entry. It has the effect of
bringing into existence in the accounting records the assets, liabilities and owner’s
equity of the business.

Beglnnlng business - opening entry

An opening entry is completed only when a business begins its accounting records.
This entry records the assets, the liabilities and an amount represented by the
owner’s investment in the business, the amount of capital. This entry reflects the
accounting equation A — L = Oe and its purpose is to bring the assets, liabilities and
owner’s equity into existence in the accounting records.

For example, Catrin Charles-Edwards begins her business, an art supplies shop,
Catrin’s Art Supplies. Her contribution to the business is her savings of $15 000 and
a loan of $10 000 cash from the CBA Bank. Therefore, her assets are cash $15000 +
$10000 and her liabilities are a loan of $10000. Her equity in the business is
(A-L=0e) $25000-$10000 = $15000. This $15 000 represents the cash that Catrin
contributed to begin the business. The business owes this amount to her at some
time in the future when it is either sold or liquidated.

Opening entry

Transaction analysis July 1 Catrin Charles-Edwards Bank AT Dr $25 000

begins her business, Loan from CBA LT Cr $10 000
GST does not affect Catrin’s Art Supplies. Her Capital Oel Cr $15 000
this transaction contribution to the business

is her savings of $15 000

and a bank loan for $10 000.

Catrin’s Art Supplies
General journal (extract)
Date Particulars l Account Post Debit Credit
2009 no. ref $ $
Jul 1 Bank 3103 25000
Loan from CBA Bank 4201 10 000
Capital 5101 15 000

(Owner contributes asset and liability
to begin the business)

The effect of this general journal entry in the ledger of Catrin’s records is shown
on the following page. Note that the word ‘capital’ is written in the particulars
column with the cash and the loan. This indicates that these have been contributed
on the opening of the business.
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Catrin’s Art Supplies Catrin’s Art Supplies
General ledger (extract) — T-format General ledger (extract) — columnar format
Dr Cr
Date Particulars Amount Date Particulars Amount Date Particulars Debit Credit Balance
$ $ $ $ $
2009 2009 2009
3103 Bank a/c 3103 Bank a/c
- Jul 1 Capital 25000 25 000 Dr
Jul 1 Capital 25 000 I
4201 Loan from CBA Bank a/c
I ) 4201 Loan from CBA Bank a/c
Jul 1 Gapital 10000y 1 capital 10000 10 000 Cr
5101 Capital a/c — Catrin Charles-Edwards
I 5101 Capital a/c — Catrin Charles-Edwards
Jul' 1 Sundry accounts 15000 ;| 1 Syndry accounts 15000 15000 Cr

Continuing business — no opening entry

When accounting for a continuing business (a business that already has ledger
accounts in existence), we acknowledge any previous entries in the general ledger
with the word ‘balance’ in the particulars column. The balances of each ledger
account are entered straight into the general ledger — no general journal entries are
made.

The difference between the value of the assets and the liabilities is recorded as
a balance in the capital account. The accounting equation is used to work out this
difference, which is the value of the owner’s equity. You should use the Oe = A - L
version of the accounting equation, because it shows the owner’s equity as the
unknown value.

In the T-format general ledger, the letters b/d, short for brought down, are used
after the balance in the particulars column. This follows the convention used when
accounts in this form of general ledger are formally balanced off. Accounts that are
presented in the three-column format are not balanced off.

Consider Catrin’s Art Supplies, which has the following assets and liabilities on
1 July 2009: cash $25 000 and loan from CBA Bank $10 000. As no general journal
entry is necessary for a continuing business, the following information is entered
into the general ledger as balances and the amount of capital is calculated using
the accounting equation Oe = A — L. Therefore, capital is valued at $15 000 = $25 000

- $10000.
Catrin’s Art Supplies Catrin’s Art Supplies
General ledger (extract) — T-format General ledger (extract) — columnar format
Dr Cr
Date Particulars Amount Date Particulars Amount Date Particulars Debit Credit Balance
$ $ $ $ $
2009 2009 2009
3103 Bank a/c 3103 Bank a/c
Jul 1 Balance 25 000 Dr
Jul 1 Balance b/d 25 OOOI
4201 Loan from CBA Bank a/c 4201 Loan from CBA Bank a/c
Jul 1 Balance 10 000 Cr
IJuI 1 Balance b/d 10 000
5101 Capital a/c - Catrin Charles-Edwards 5101 Capital a/c — Catrin Charles-Edwards
Jul 1 Balance 15000 Cr

IJuI 1 Balance b/d 15000
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Review &

practice

a Appleby Road Computers is owned by Jonathon Smythe, a sole trader.
Jonathon has registered his business name and opened a bank account in
the name of his business. Jonathon lists the following as his contribution to
the business on 10 January: equipment $12 500, office furniture $2 000
and cash $15 000.

Prepare an opening entry for Appleby Road Computers.

b Jacob Lourdes began business on 1 February with the following assets and
liabilities: cash on hand $1 00O, inventories $150 00O, display furniture
$39 000, premises $200 000, bank overdraft $50 000 and mortgage
over premises $175 000.

i  What is the value of Jacob’s investment in the business?

ii  Prepare an opening entry for Lourdes Trading.

Payment of GST to the Australian Taxation Office

A business must remit the amount of GST to the ATO on a regular basis — monthly,
quarterly or annually. A Business Activity Statement must be submitted either
monthly or quarterly. The BAS details the total sales and purchases made by the
business and helps to calculate the amount of GST owing by the business to the
ATO or by the ATO to the business.

If GST were remitted to the ATO on a monthly basis, then the amount owing (if
the GST collected is greater than the GST paid) each month would be the previous
month’s calculation.

For simplicity, in this chapter we have used the GST clearing account to record
all the GST paid to other businesses and all the GST collected from customers.
Many businesses using computerised records would record these amounts in
separate accounts (as discussed on page 63) and enter these into their BAS without
amendment. (If recording manually, a business is more likely to use the specialised
journals that will be discussed in chapter 4. In specialised journals, a column is
allocated to the amount of GST paid or collected.)

The balance of the GST clearing account is the same as the net amount that
would be calculated if GST were recorded in two accounts. The totals of the debit
and credit sides of the clearing account, however, would not be identical to the
credit side of the GST collected (payable) account and the debit side of the GST
paid (receivable) account, respectively. The reason for this difference is due to
adjustments such as returns. When one account is used, the amount is recorded
as a positive amount on the opposite side of the clearing account rather than as
a negative to the same side as would be the net effect if two separate accounts
were used and balances for each were found. The overall result is the same using
either method.
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GST clearing account
Debit side Credit side
GST accounts receivable entries GST accounts payable entries
GST accounts payable returns GST accounts receivables returns

Therefore, when it is time to complete the BAS and submit the balance of the
GST clearing account to the ATO, all accounts receivable items need to be
identified and totalled and all accounts payable items need to be identified and
totalled. The balance is the amount paid.

When the amount owing to the ATO is determined from the previous month’s
transactions, an entry is made to record the payment to the ATO:

Payment of GST to the ATO
Transaction analysis July 30 Zac Heliopolis, owner of GST clearing LI Dr $2 300
Ashmore Computers, pays Bank Al Cr $2 300
$2 300 GST to the ATO
(cheque 829)
Ashmore Computers
General journal (extract)
Date Particulars ¢ Account Post Debit Credit
2009 no. ref $ $
Jul 30 GST clearing 4102 2300
Bank 3103 2300

(GST owing paid to ATO — CH829)

This is the more likely occurrence for a business, but should a situation arise
where GST collected on sales is less than the GST paid on purchases and other
business expenses, then the reverse entry would be made. In that situation, the
ATO would owe the business the difference between the two amounts.

Review & .
practice

a Prepare the entry to record the remittance of $3 587 of GST to the ATO
by Fair Dinkum Painting on 20 April 2008.

b Reegan Best's business, Best Travelware, had the following entries in its
GST clearing account. Determine the amount owing to the ATO for the
month of September 2009 and prepare the entry in the general journal
on 20 October 2008.



Transactions with GST, general ledger and trial balance @ .

4102 GST clearing a/c
Sept 3 Bank 420 |[Sept 1 Bank 150
6 Bank 250 6 Accounts receivable
8 Bank 110 — Arens Ltd 540
9 Accounts payable 9 Bank 1254
— Austral Suppliers Ltd 660 11 Accounts receivable
14 Accounts payable — Batten Co. Ltd 1154
— GHK Ltd 841 14 Accounts receivable
16 Accounts payable — Hoopers Pty Ltd 112
— All Stars Ltd 70 15 Bank 654
19 Bank 66 16 Accounts payable
23 Accounts receivable — GHK Ltd 254
— Arens Ltd 114 20 Bank 665
28 Accounts payable 26 Bank 120
— Harper Copiers Ltd 48 29 Bank 1147

bls ses 1.84 and 1.85, page 128

Concluding summary of transactions

Recap the transactions covered in this chapter by using the summary in [1.25] and
then work through the comprehensive example that follows.

[1.25]

Recap of transactions
Purchase of inventories

Dr Inventories Dr Bank/accounts
Dr GST clearing receivable

Cr Bank/accounts payable Cr Sales

Cr  GST clearing

Sale of inventories — selling price

Purchases returns and allowances  Dr Bank/accounts payable

Cr Inventories Sale of inventories — cost price Dr Cost of goods sold

Cr GST clearing Cr Inventories
Purchase of assets Dr Asset Sale of assets Dr Bank/accounts

Dr GST clearing receivable

Cr Bank/accounts payable Cr Asset
Purchase of asset with deposit paid Dr Asset Cr_ GST clearing

Dr GST clearing Sale of service Dr Bank/accounts

Cr  Accounts payable

Dr Accounts payable
Cr Bank

Purchase of supplies/services

Dr Expense
Dr GST clearing
Cr Bank/accounts payable

Cash paid to accounts payable

Dr Accounts payable
Cr Bank

receivable
Cr  Service fees revenue
Cr  GST clearing

Sales returns — selling price

Sales returns — cost price

Cash received —
accounts recceivable

Dr Sales returns

Dr GST clearing

Cr Bank/accounts
receivable

Dr Inventories
Cr  Cost of goods sold

Dr Bank
Cr  Accounts receivable
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Recap of transactions continued

Cash received for revenues Dr Bank Owner makes a further contribution  Dr Assets
Cr Revenue of assets (no GST) Cr Capital

Cr_ GST clearing Borrowing from bank/other lending  Dr Bank

Drawings — cash (no GST) Dr Drawings source (no GST) Cr  Loan, bank/other
Cr Bank Payment of GST owing to ATO Dr GST clearing
Drawings — inventories (cost price)  Dr Drawings Cr Bank

Cr Inventories

Cr GST clearing Receipt of GST owing from ATO Dr Bank

Cr  GST clearing

Opening entry — beginning business Dr Assets
only (Oe =A-1L) Cr Liabilities
Cr  Owner’s equity

EXAMPLE 5

A comprehensive example

Journalise the following transactions for Ballandean Computers, post to the general
ledger and take out a trial balance as at 30 September 2008.

2009
Sep 1 Margie Reed, proprietor of Ballandean Computers, reports that her
business has the following assets and liabilities as at this date: bank
$34 500, accounts receivable — | Isaacs (3104.1) $2 200, inventories
$14 000, furniture $23 000, accounts payable — J Altona (4101.1) $13 200,
GST clearing $1 000 (credit balance) and loan from Bank of Queensland
$30000
Purchased inventories valued at $5 456 on credit from Bedourie Suppliers
(received invoice 22133)
2 Sold inventories on credit to Davo’s of Dalby $1 199 (cost price $545)
(invoice 9981)
4 | Isaacs, debtor, paid full amount owing (receipt 60)
Sold services on credit to F Roberts $341 on credit (invoice 9982)
9 Returned goods to Bedourie Suppliers and received adjustment note
ref # 552 for $451
11  Metro Sales sold Ballandean Computers a motor vehicle on credit for
$33 000. Terms were 20% deposit and the remainder in one month’s time
(cheque 44532; ref # 88765)
13 Purchased office supplies $814 on credit from Office Wonders (invoice
Ow2223)
14 Cash sales of inventories $1 826 (cost price $830, CRS)
16 Sold goods on credit to T & B Healy for $3 300 (cost price $1 500)
(invoice 9983)
Paid cash for advertising $1 045 (cheque 44533)
Paid wages $2 400 (cheque 44534)
17 Sent cheque for $5 000 in part-payment to J Altona (cheque 44535)
19 Davo’s of Dalby returned $88 worth of goods that were surplus to
requirements (cost price $40, adjustment note 025)
22 Wrote cheque 44536 to pay Bedourie Suppliers
Sold furniture that was excess to requirements for $1 100 on credit to
Gerard Industries (invoice 9984)

(¢}
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25 Received a cheque from T & B Healy for $3 300 (receipt 61)

26 Received commission from sales of Compag products $440 (receipt 62)
The cash sales of inventories on 14 September for $1 826 (cost price
$830) had been entered incorrectly. The figure was actually $5 126 and the
cost price of the goods sold was $2 330, memo dated 24/9/2009)

29 The owner, Margie Reed, withdrew cash of $4 000 and goods with a cost
price of $220 for her own use (cheque 44537; memo 29/9/2009)

Ballandean Computers
General journal

Date Particulars Account Post Debit Credit
2009 no. ref $ $
Sep 1 Inventories Dr 3105 4 960
GST clearing Dr 4102 496
Accounts payable — Cr 4101.2 5 456
Bedourie Suppliers Cr
(Credit purchase — ref # 22133)
2 Accounts receivable — Davo’s of Dalby Dr 3104.2 1199
Sales Cr 1101 1 090
GST clearing Cr 4102 109
(Credit sale — 19981)
Cost of goods sold Dr 2101 545
Inventories Cr 3105 545
(Sale at cost price)
4 Bank Dr 3103 2 200
Accounts receivable — | Isaacs Cr 31041 2 200
(Cash received — R60)
5 Accounts receivable — F Roberts Dr 3104.3 341
Service revenue Cr 1102 310
GST clearing Cr 4102 31
(Credit sale — service — 19982)
9 Accounts payable — Bedouire Suppliers Dr  4101.2 451
Inventories Cr 3105 410
GST clearing Cr 4102 41
(Credit purchase return — ref # 552)
11 Motor vehicle Dr 3204 30 000
GST clearing Dr 4102 3 000
Accounts payable — Metro Sales Cr 4101.3 33 000
(Credit purchase of asset — ref # 88765)
Accounts payable — Metro Sales Dr 4101.3 6 600
Bank Cr 3103 6 600
(Paid deposit of cash — CH44532)
13 Office expenses Dr 2413 740
GST clearing Dr 4102 74
Accounts payable — Office Wonders Cr 4101.4 814
(Credit purchase of supplies — ref #
Oow2223)
14 Bank Dr 3103 1 826
Sales Cr 1101 1 660
GST clearing Cr 4102 166

(Cash sale of inventories — CRS)
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Date Particulars Account Post Debit Credit
2009 no. ref $ $
Cost of goods sold Dr 2101 830
Inventories Cr 3105 830
(Sale at cost price)
16 Accounts receivable — T & B Healy Dr 3104.4 3 300
Sales Cr 1101 3 000
GST clearing Cr 4102 300
(Credit sale — 19983)
Cost of goods sold Dr 2101 1 500
Inventories Cr 3105 1500
(Sale at cost price)
Advertising expense Dr 2301 950
GST clearing Dr 4102 95
Bank Cr 3103 1 045
(Cash purchase services — CH44533)
Salaries and wages expense Dr 2421 2 400
Bank Cr 3103 2 400
(Cash payment for wages — CH44534)
17 Accounts payable — J Altona Dr 4101.1 5 000
Bank Cr 3103 5 000
(Cash payment — CH44535)
19 Sales returns Dr 1101A 80
GST clearing Dr 4102 8
Accounts receivable — Davo’s of Dalby Cr  3104.2 88
(Credit sales returns — A025)
Inventories Dr 3105 40
Cost of goods sold Cr 2101 40
(Sales returns at cost price)
22 Accounts payable — Bedourie Suppliers Dr  4101.2 5 005
Bank Cr 3103 5 005
(Cash payment — CH44536)
Accounts receivable — Gerard Industries Dr  3104.5 1100
Furniture Cr 3201 1 000
GST clearing Cr 4102 100
(Sold excess furniture — 19984)
Bank Dr 3103 3 300
Accounts receivable — T & B Healy Cr 3104.4 3 300
(Cash received from debtor — R61)
26 Bank Dr 3103 440
Commission revenue Cr 1103 400
GST clearing Cr 4102 40
(Revenue received — R62)
Sales Dr 1101 1 660
GST clearing Dr 4102 166
Bank Cr 3103 1826

(Correction — reversal 14/9/2009)
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Date Particulars Account Post Debit Credit
2009 no. ref $ $
Inventories Dr 3105 830
Cost of goods sold Cr 2101 830
(Correction — reversal 14/9/2009)
Bank Dr 3103 5126
Sales Cr 1101 4 660
GST clearing Cr 4102 466
(Correction entry)
Cost of goods sold Dr 2101 2 330
Inventories Cr 3105 2 330
(Correction entry)
29 Drawings Dr 5101A 4 000
Bank Cr 3103 4 000
(Owner withdrew cash — CH44537)
Drawings Dr 5101A 220
Inventories Cr 3105 200
GST clearing Cr 4102 20
(Goods withdrawn by owner)
Chart of accounts (extract) for Ballandean Computers
Revenue Expenses Assets Liabilities Owner’s equity
1101 2101 3103 4101.1 5101
1101A 2301 3104.1 4101.2 5101A
1102 2413 3104.2 4101.3
1103 2421 3104.3 4101.4
3104.4 4102
3104.5 4201
3105
3201
3204
Ballandean Computers Ballandean Computers
General ledger (extract) — T-format General ledger (extract) — columnar format
Dr Cr
Date Particulars Amount Date Particulars Amount Date Particulars Debit Credit Balance
$ $ $ $ $
2009 2009 2009
1101 Sales a/c 1101 Sales a/c
. Sep 2 Accounts receivable
Sep 26 Bank 1660 | Sep 2 Aclg:oun’ts r?%el;l:ble < 0% — Davo’s of Dalby 1090 1090 Cr
. i"os" aiby + 650 14 Bank 1660  2750Cr
I Aa” bl 19 Accounts receivable — T & B Healy 3000 5750 Cr
ccounts receivable 26 Bank 1660 4090 Cr
=1 & Healy S 31000 Bank 4660  8750Cr
26 Bank 4 660
1101A Sales returns a/c 1101A Sales returns a/c
) Sep 19 Accounts receivable
Sep 19 Accounts receivable _ .
— Davo’s of Dalby 80 Davo’s of Dalby 80 80 Dr




Ballandean Computers
General ledger (extract) — T-format
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Ballandean Computers
General ledger (extract) — columnar format

Dr Cr
Date Particulars Amount Date Particulars Amount Date Particulars Debit Credit Balance
$ $ $ $ $
2009 2009 2009
1102 Service fees revenue a/c 1102 Service fees revenue a/c
) Sep 5 Accounts receivable
Sep 5 Accounts receivable B
| _F Roberts 310 F Roberts 310 310 Cr
1103 Commission revenue a/c 1103 Commission revenue a/c
Sep 26 Bank 400 400 Cr
[sep 26 Bank 400
2101 Cost of goods sold a/c 2101 Cost of goods sold a/c
Sep 2 | tori 545 545D
Sep 2 Inventories 545 |Sep 19 Inventories 40 ep1 4 sz(ee;tg:: 830 1375 D:
1; :nven:or!es 1 838 26 Inventories 830 o 1500 2 875 Dr
% Inventor!es 2 230 19 Inventories 40 2835 Dr
nventories 26 Inventories 830  2005Dr
Inventories 2 330 4 335 Dr
2301 Advertising expense a/c 2301 Advertising expense a/c
Sep 16 Bank 950 950D
Sep 16 Bank 950 | R '
2413 Office expenses a/c 2413 Office expenses a/c
Sep 13 Accounts payable
Sep 13 Accounts payable ffice Wi
- 74 740 D
— Office Wonders 740 Office Wonders 0 oor
2421 Salaries and wages a/c 2421 Salaries and wages a/c
Sep 16 Bank 2 400 2400 D
Sep 16 Bank 2400 | v '
3103 Bank a/c 3103 Bank a/c
Sep 1 Balance 34 500 Dr
Sep 1 Balance b/d 34 500 |Sep 11 Accounts payable P A RIS e
4 Accounts receivable — Metro Sales 6 600 A — 2900 36 700 Dr
— | Isaacs 2200 16 Advertising 950
) 11 Accounts payable
14 Sales 1660 GST clearing 95
) ; — Metro Sales 6 600 30 100 Dr
GST clearing 166 Salaries and wages 2 400
) 14 Sales 1660 31760 Dr
22 Accounts receivable 17 Accounts payable '
GST clearing 166 31926 Dr
—T &B Healy 3300 — J Altona 5000 16 Advertising 950 30 976 Dr
26 Commission revenue 400 22 Accounts payable — S
GST cleari 40 Bedourie Sunoli 5 005 GST clearing 95 30 881 Dr
Sal ceaing 4660 2% Sel Bl EIIEE 1660 Salaries and wages 2 400 28 481 Dr
Gg'?sl ) 466 G:‘»'?sl ) 166 17 Accounts payable — J Altona 5000  23481Dr
Ceaing 29D geanng 4000 22 Accounts receivable
rawings ~T &B Healy 3300 26 781 Dr
22 Accounts payable
— Bedourie Suppliers 5005 21776 Dr
26 Commission revenue 400 22 176 Dr
GST clearing 40 22 216 Dr
Sales 1660 20 556 Dr
GST clearing 166 20 390 Dr
Sales 4 660 25 050 Dr
GST clearing 466 25516 Dr
29 Drawings 4000 21516 Dr
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Ballandean Computers Ballandean Computers
General ledger (extract) — T-format General ledger (extract) — columnar format
Dr Cr
Date Particulars Amount Date Particulars Amount Date Particulars Debit Credit Balance
$ $ $ $ $
2009 2009 2009
3104.1 Accounts receivable - | Isaacs 3104.1 Accounts receivable - | Isaacs
Sep 1 Balance 2200 Dr
Sep 1 Balance b/d 2200 | Sep 4 Bank 2200 4 Bank 2900 0
3104.2 Accounts receivable — Davo’s of Dalby 3104.2 Accounts receivable — Davo’s of Dalby
Sep 2 Sales 1090 1090 Dr
Sep 2 Sales 1090 | Sep 19 Sales returns 80 P GST clearing 109 1199 Dr
GST clearing 109 GST clearing 8 9 s e 80 1119 Dr
GST clearing 8 1111 Dr
3104.3 Accounts receivable — F Roberts 3104.3 Accounts receivable - F Roberts
Sepli5 | Semvice feeaievenLiol 510 Sep 5 Service fees revenue 310 310 Dr
GST cleari 31 341D
GST clearing 31 _he '
3104.4 Accounts receivable — T & B Healy 3104.4 Accounts receivable — T & B Healy
Sep 16 Sales 3000 3000 Dr
Sep 16 2§$s| _ 3 ggg Sep 22 Bank 3300 GST clearing 300 3300 Dr
clearing 22 Bank 3300 0
3104.5 Accounts receivable — Gerard Industries
3104.5 Accounts receivable — Gerard Industries Sep 22 Furniture 1000 1 000 Dr
GST cleari 100 1100 D
Sep 22 Furniture 1000 e '
GST clearing 100 3105 Inventories a/c
3105 Inventories a/c Sep 1 Balance 14 000 Dr
Accounts payable
Sep 1 2alancei b/d ! 14 000 | Sep 3 Xost oftgoods Z(I)Id 545 — Bedourie Suppliers 4960 18 960 Dr
AL YD = SIS YD = 2 Cost of goods sold 545 18 415Dr
Bedourie Suppliers 4 960 Bedourie Suppliers 410
9 Accounts payable
19 Cost of goods sold 40 14 Cost of goods sold 830 ) .
26 Cost of doods sold 830 16 Cost of aoods sold 1 500 — Bedourie Suppliers 410 18 005 Dr
QSRCHUE0CSS0 2% Cost Of goods sold 2330 14 Cost of goods sold 830 17 175 Dr
% D°s 9" goods 50 500 16 Cost of goods sold 1500  156750Dr
s 19 Cost of goods sold 40 15 715 Dr
26 Cost of goods sold 830 16 545 Dr
Cost of goods sold 2 330 14 215 Dr
29 Drawings 200 14 035 Dr
3201 Furniture a/c
3201 Furniture a/c Sep 1 Balance 23 000 Dr
) 22 Accounts receivable
Sep 1 Balance 23 000 | Sep 22 Accounts recelvgble S ———. 1000 99 000 Dr
- Gerard Industries 1 000
3204 Motor vehicle a/c
3204 Motor vehicle a/c Sep 11 Accounts payable
— Met | 30 000 30000 D
Sep 11 Accounts payable oo sales '
-M |
etro Sales 30000 4101.1 Accounts payable — J Altona
41011 Accounts payable — J Altona Sep 1 Balance 13200 Cr
17 Bank 5000 8200 Cr

Sep 17 Bank 5000 | Sep 1 Balance

13 200




Ballandean Computers
General ledger (extract) — T-format
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Ballandean Computers
General ledger (extract) — columnar format

Dr Cr
Date Particulars Amount Date Particulars Amount Date Particulars Debit Credit Balance
$ $ $ $ $
2009 2009 2009
4101.2 Accounts payable — Bedourie Suppliers 4101.2 Accounts payable — Bedourie Suppliers
11 i 4 4
Sep 9 Inventories 410 | Sep 1 Inventories 4960 Sep nventoneg 960 960 Cr
GST cleari " GST cleari 496 GST clearing 496 5 456 Cr
2B kc earing 5 005 clearing 9 Inventories 410 5 046 Cr
2 GST clearing 4 5005 Cr
22 Bank 5005 0
4101.3 Accounts payable — Metro Sales 4101.3 Accounts payable — Metro Sales
) Sep11 Motor vehicle 30 000 30 000 Cr
Sep 11 Bank 6 600 | Sep 11 g/lé);orlveljlcle 32 888 GST clearing 3000 33000 Cr
Crdiny Bank 6 600 26 400 Cr
4101.4 Accounts payable - Office Wonders 4101.4 Accounts payable - Office Wonders
) Sep 13 Office expenses 740 740 Cr
Sep 13 Office expenses 740 :
T cl 74 14
GST clearing 74 Gl G
4102 GST clearing a/c 4102 GST clearing a/c
Sep 1 Bal 1 000 Ci
Sep 1 Accounts payable Sep 1 Balance b/d 1000 @ Azce:)r:fnis payable '
— Bedourie Suppliers 496 2 Accounts receivable g :
} — Bedourie Suppliers 496 504 Cr
11 Accounts payable — Davo’s of Dalby 109 D /RIS e
— Metro Sales 3000 5 Accounts receivable ,
— Davo’s of Dalby 109 613 Cr
13 Accounts payable — F Roberts 31 )
) 5 Accounts receivable
— Office Wonders 74 9 Accounts payable —F Roberts 31 644 Cr
16 Bank 95 — Bedourie Suppliers 41
) 9 Accounts payable
19 Accounts receivable 14 Bank 166 . }
, ) — Bedourie Suppliers 41 685 Cr
— Davo’s of Dalby 8 16 Accounts receivable
26 Bank 166 T & B Heal 300 11 Accounts payable
2 5 ; g Sy bl — Metro Sales 3000 2315 Dr
c((;:oundslre(;:el\tlg € 100 13 Accounts payable
- ira’ ndustries 10 — Office Wonders 74 2389 Dr
Ba"k 456 14 Bank 166 2223Dr
29 Dan ) 20 16 Accounts receivable
LEWIGS ~T &B Healy 300 1923Dr
16 Bank 95 2018 Dr
19 Accounts receivable
— Davo’s of Dalby 8 2 026 Dr
22 Accounts receivable
— Gerard Industries 100 1926 Dr
26 Bank 40 1886 Dr
Bank 166 2 052 Dr
Bank 466 1586 Dr
29 Drawings 20 1 566 Dr
4201 Loan from Bank of Queensland 4201 Loan from Bank of Queensland
Sep 1 Balance 30 000 Cr
[ sep 1 Batance 30000 o7
5101 Capital — Margie Reed 5101 Capital — Margie Reed
Sep 1 Bal 29 500 C
ISep 1 Balance 29500 o0 ! PAAnce '
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Ballandean Computers Ballandean Computers
General ledger (extract) — T-format General ledger (extract) — columnar format
Dr Cr
Date Particulars Amount Date Particulars Amount Date Particulars Debit Credit Balance
$ $ $ $ $
2009 2009 2009
5101A Drawings 5101A Drawings
Sep 29 Bank 4000 4000 Dr
Sep 29 IE::/re]zlr(]tories & ggg Inventories 200 4200 Dr
GST cleari 20 4220D
GST clearing 20 glearing '

Ballandean Computers
Trial balance as at 30 September 2009

Account Account Debit Credit
no. $ $
1101 Sales 8 750
1101A Sales returns 80
1102 Service revenue 310
1103 Commission revenue 400
2101 Cost of goods sold 4 335
2301 Advertising expense 950
2413 Office expense 740
2421 Salaries and wages 2 400
3103 Bank 21516
3104.2 Accounts receivable — Davo’s of Dalby 1111
3104.3 Accounts receivable — F Roberts 341
3104.5 Accounts receivable — Gerard Industries 1100
3105 Inventories 14 035
3201 Furniture 22 000
3204 Motor vehicle 30 000
4101.1 Accounts payable — J Altona 8 200
4101.3 Accounts payable — Metro Sales 26 400
4101.4 Accounts payable — Office Wonders 814
4102 GST clearing 1 566
4201 Loan from Bank of Queensland 30 000
5101 Capital — M Reed 29 500
5101A Drawings 4 220

$104 374 $104 374

B 0 1.89, pages 129-33
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Understandings

Accounting plays a vital role in the business world. It is a discipline that meas-
ures, reports and interprets financial and other information about an organisa-
tion to interested parties. Decisions will subsequently be made on the basis of
this information.

Accounting standards, which are the basic rules and practices that accountants
follow, are developed by the Australian Accounting Standards Board (AASB).
The accounting profession is organised into major accounting bodies, namely
CPA Australia and the Institute of Chartered Accountants in Australia.
Members of these bodies are bound to uphold the ethics and standards as set
down in the various regulations.

Members of these bodies can work as public accountants, or be employed in
private business or government.

The accounting profession can encompass various fields of accounting,
including auditing, company accounting, taxation, finance, cost accounting,
budgeting, management advisory services, accounting information systems
and government accounting, insolvency, e-business, financial planning and
international accounting.

Accounting practices are influenced by legal and technological change and
changing social expectations related to business conduct.

Inadequate accounting records cause the failure of many small businesses.
Accounting records represent valuable information.

The accounting entity convention separates the owner from the business for
accounting purposes.

Accounting records are grouped into five main categories:

— assets - revenue

— liabilities — expenses.

— owner’s equity

It is a basic assumption that asset accounts have a debit nature.

Double entry means that for every transaction recorded in the accounts, total
debits must equal total credits.

A transaction is a financial event that affects the elements of the accounting
equation.

Accounting records are based on the accounting equation:

Assets equals liabilities plus owner’s equity:

A=L + OE

The rules for debit and credit are derived from the accounting equation.

Every time a transaction occurs, some record must be made of the transaction.
The record is called a source document.

Source documents vary in appearance and in the way documents are generat-
ed and transmitted — manually generated or computer-generated.

A source document must collect essential data for entry into the accounting
system. It provides evidence as to the validity of transactions. Typical docu-
ments used include receipts, cheques, tax invoices and adjustment notes.

The general journal approach focuses on the analysis of transactions to deter-
mine the double-entry effect.
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Exercises

* 1.1 Objectives of accounting
% Summarise the objectives of accounting under three headings.

*x 1.2 The accounting profession in Australia - stimulus material

Read the article below and answer the following questions.
a Answer these questions either by discussion or in well-structured sentences.
i Who can consider themselves ‘accountants’?

See also chapter 9, il What is it that CPA Australia Ltd does to ensure that its members offer the best and
R&P1 on page 465 latest advice?

and R&P4 on page iii When would an individual or a business consult an accountant?

468. iv. Where do CPAs work?

v How can the public ensure that they are using the services of a qualified accountant?
vi Research the two other accounting bodies by visiting their websites at
<www.icaa.org.au> and <www.nia.com.au>. What other ‘designations’ can the pub-
lic look for in order to be assured of professional standards and knowledge?
b The following words have been italicised in the article. Explain their meaning in the con-
text given in the article.

Mandatory Auditing Business plan
Profitability Stability Equity funds
Stock Cash flow Regimes
Compliance Corporations law Designation

There’s more to your accountant than
meets the eye

PA Australia has strict requirements to ensure its e Preparing and negotiating applications for loan funds,
members can offer the best and latest advice. The government assistance or the raising of equity funds.
organisation admits graduates from recognised ¢ Advising how the ownership of a business should be
university courses as Associates who then go on to gain structured in order to maximise returns while
their professional qualification. protecting the interests of various parties.
This is achieved after a period of satisfactory, o Establishing stock and cash flow management
monitored workplace experience, along with successful systems.
completion of the postgraduate CPA Program, which ¢ Advising on business information technology.
usually takes three years. » Managing the various tax regimes including income
Once admitted as a CPA, an accountant must tax, GST, capital gains tax, fringe benefits tax, PAYG
continue with the organisation’s structured professional and others so that no more tax is paid than is
development program. This continuing professional necessary.
development is mandatory and is designed to keep «  Advising on compliance procedures dealing with
members at the forefront of their chosen segments in the business regulations, workers compensation,
accounting profession. corporations law and other matters.
Almost three-quarters of CPA Australia’s 92 000 * Researching the value of a business being
members are employed in commerce, industry, or the considered for purchase or for sale.
public sector, usually in senior management positions. But be warned: the term ‘accountant’ is not protected
Many CPAs are in practice as public accountants in any way and anyone can call themselves an
providing advice to businesses and individuals. accountant. That is why the CPA designation is so
Typical services provided by CPAs include: important. It is a guarantee of professional standards and
* Auditing business procedures to measure real costs knowledge.
and identifying where improvements can be made. Source: CPA Australia Ltd 2001, media release, 31 May,
¢ Preparing and monitoring a business plan which <www.cpaaustralia.com.au>.

sets goals and has checkpoints for profitability,
stability and expansion.
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*

See exercises

A1.1 and
A1.2.

Andrew Ross, FCA
Partner — Ferrier Hodgson Forensics
National Chair — Forensic Accounting Special

*

*

1.3

2z

1.4

1.5

-
o

P

The accounting profession in Australia

Write a paragraph or two that could be used as a media release on the topic: ‘Warning: is your
accountant really an accountant?’

The accounting profession in Australia - web search of professional
bodies

Conduct some research using the web addresses of the three professional bodies given on
page 7. What resources are offered for students? Are there any that you could take advan-
tage of during your course of study in Years 11 and 12?2 Bookmark these sites.

The accounting profession in Australia — survey

Using the employment section of a weekend newspaper, conduct a survey of the number
and type of jobs available for accountants. Arrange your collected data under the following
headings:

Job
description

Level of
education
required

Years of
experience
required

Membership of
professional
association
required

Salary

The accounting profession in Australia — explaining the differences

Write a short paragraph that shows your understanding of the differences between working

in private, public and government sectors as an accountant. Use the following structure:

e Write an introductory sentence which states that, although accountants do similar work,
they can work in very different roles.

* Your next sentence could indicate the sectors in which accountants can work.

* In your next three sentences, explain what an accountant would do while working in
each of these areas.

* Your concluding sentence might indicate employment options for accountants.

Forensic accounting

Read the article below and answer the following questions.

a Who can be a forensic accountant?

b When are forensic accountants required?

¢ Where does the word ‘forensic’ come from?

d Why would forensic accountants be involved in family law matters such as divorce?
e How does technology assist the work of the forensic accountant?

Forensic accounting — people in
trenchcoats with green pens?

Interest Group

means ‘in or of the court, so a ‘forensic accountant,
literally, is an accountant who practices his or her
profession in the context of court proceedings), the
practice of forensic accounting is both varied and
interesting.

The practice of forensic accounting first became

at do you imagine when you hear the term
‘Forensic Accounting’? ~ Common responses
include:

¢ ‘What’s that?’
¢ ‘Is that something to do with counting bodies?’

¢ ‘Do you have to hide in dark alleyways waiting to
audit someone?’

¢ ‘Is that a bit like CSI for accountants?’

While the literal meaning is somewhat less
glamorous than these responses suggest (‘forensic’

recognised as a separate discipline in Australia in the
1980s. Back then, forensic accountants spent most of
their time valuing businesses in the context of family law
disputes and calculating losses suffered by people who
had had motor vehicle accidents.

Forensic accounting in the 21st century is a very
much more varied profession. Besides helping in family
law and personal injury disputes, forensic accountants
are engaged in a range of tasks including:

* calculating the losses suffered by a company when
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a supplier or customer breaches an agreement with the on the job involves searching for, uncovering, analysing,
company summarising and presenting facts and opinions.

« advising entities on how they can change their Whether you are 2.1 graduate or a partner, as a foren.sic
systems and controls to reduce the risk that they may accountant you will face the mental test of uncovering
Siftr @ Sl the hidden and understanding the complex, often under

e investigating frauds that have happened and
following money trails to recover the proceeds of crime

o extracting and analysing hidden or deleted
information from lap-tops, PCs, servers, PDAs and other
electronic communication devices

the time pressure of a looming court deadline or the risk
that the money you're tracing will disappear forever.

As a graduate accountant, you can expect to spend a
lot of your time analysing and making sense of the
information related to each engagement. Some of this
will be paper-based. Some will be electronic. You will

* acting as a mediator, arbitrator or expert need an inquiring mind, and ability to spot the
determinator to resolve commercial disputes connections between discrete pieces of information and
¢ appearing in Courts and other tribunals to give excellent written and oral communication skills. One
expert evidence on the things they have investigated. thing you can be sure of - you'll never be bored as a

A career in forensic accounting involves constant

forensic accountant!

variety and frequent challenges. No two forensic Source: Extract from Institute of Chartered Accountants
accounting client engagements are the same. Every day in Australia, <www.charteredaccountants.com.au>
* 1.8 Ethics
NIA’s code of professional conduct says that ‘integrity’ and ‘objectivity’ are fundamental
principles of the code of behaviour for national accountants. Explain what is meant by these
two terms.
* 1.9 Factors impacting on accounting — what are they?
% Research the current developments in XBRL at <www.xbrl.org> and list some interesting
facts about this technology.
* 1.10 Factors impacting on accounting
Check the media releases of each of the professional bodies mentioned on page 7 and note
some points of interest that are current factors impacting on accounting.
* Kk Accounting entity assumption

-
-
-

ok

1.12
P

See also chapter 9,
R&P3 on page 467.

Explain in a well-structured paragraph what is meant by the accounting entity assumption.
Use the following guide:

» Topic sentence — what is the accounting entity assumption?

* Evidence — what does this mean in practice for a business owner’s accounting records?

* Formed opinion — how is the accounting view of a business different from the legal view?

Accounting entity assumption — make a decision and explain

Examine the following scenarios. Make a decision about whether or not the accounting enti-

ty assumption has been followed. Write a sentence or two to explain the decision you make.

a Jane Farrow is a lawyer. Her practice has been very successful and, consequently, she has
been able to purchase an investment portfolio of shares with some of the earnings from
the practice. The accounting records for Jane’s law practice do not include this invest-
ment portfolio.

b William Cheng owns a private residential house valued at $400 000 and has invested
$100 000 cash in a new business. William has listed his investment in the business as
$500 000.

¢ Liam Rapson begins a small business as a mechanic. He drives his own private vehicle to
his rented workshop each day but does not use it for business purposes. The car is val-
ued at $21 500. Liam had listed his vehicle as part of his investment in the business.

d Daniel Mole begins a small business as a mechanic. He drives his vehicle (valued at
$21 500) to his rented workshop each day and has had his business logo painted on the
sides of the car. He uses the vehicle for work purposes during the day to collect spare
parts from wreckers and wholesale suppliers, to purchase lunch, and to drive to the post
office to clear the business’s post box. Daniel has listed the vehicle as part of his invest-
ment in the business.
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** 1.13

See exercises
A1.3 and

A1.4.

**x 1.14

Z

* 1.15

See exercise A1.5.

* 1.16
See exercises
A1.6 and A1.7.
* 1.17
** 1.18
See exercises
A1.8 and %
A1.10.
**x 1.19
**x 1.20

Accounting entity versus legal entity — explaining in an email

A student in your class has been absent for the discussion about the difference between an
accounting entity and a legal entity. Compose an email to this student that clearly distin-
guishes between the concepts. Use examples to make your explanation as clear as possible.

Sole trader - advantages and disadvantages

Write a paragraph about the advantages and disadvantages of operating a sole trader
business. Use the following checklist to ensure that you have answered the question

comprehensively.

* Definition of sole trader ¢ Entitlement to profits
e Set-up costs * Consequence of losses
* Process for establishment * Legal entity status

* Decision-making *  Unlimited liability

Trading business - listing items of goods/products sold
What type of items would constitute trading goods for the following businesses?

a Sports shop h Music store

b Bathroom renovation centre i Electrical store

c Petshop j Hairdresser

d Gardening centre ke Sewing specialist
e Hardware store | Surfshop

f Stationery shop m Fashion store

9

Motor vehicle dealer

Service and trading businesses - listing services

Consider each type of business listed in exercise 1.15. List a service each could offer in addi-
tion to its trading activities.

Classification of A, L, Oe accounts

Draw up three columns. Categorise the accounts below under one of the following headings:
(1) Owned by the business; (2) Owed by the business; and (3) Owner’s investment (contri-
bution) in the business.

° Amounts owing to other businesses e Patent for new design of a light fitting

e The business’s bank account * (Cash in a petty cash tin

e Office equipment * Holden ute (registration no. AAB —998)

* Office building * Debentures in ZZZ Co.

e Vacant block purchased for new * Loan due to be repaid next year
store development ° Amounts owing to the business

* Loan from finance company * Equipment

e Computerised security system ¢ Computer equipment

* Copyright of a musical score * Newspaper masthead

* Cash in hand held by business * Float of cash held in a cash register

* Owner’s cash contribution

The accounting equation - state and explain

a State the accounting equation in the form that best illustrates the accounting entity
assumption.
b Explain the relationship between the elements of the accounting equation.

The accounting equation - explain
Write a sentence that illustrates what is meant by the equation A = L + Oe.

Accounting assumptions and concepts - explanatory paragraphs

A fellow accounting student has been struck down with a mystery virus over the past week
and is concerned about missed work. Email this friend explaining the concepts covered in
this section to this point. Your email should cover types of accounts and the accounting
equation.
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Effects of transactions on the accounting equation - A, L, Oe

Determine the missing figure in each case.

Assets = Liabilities + Owner’s equity
a $8000 = $6 000 + ?
b $50000 = ? + $50000
c $780000 = $80000 + ?
d ? = $150000 + $500000
e $456 900 = $0 + ?
f $100000 = ? + $57 000
g ? = $78000 + $178000
h $87000 = $70800 + ?
i ? = $50000 + $85500
j $755000 = ? + $155000
k $78800 = $55100 + ?
| $728600 = ? + $275500

Effects of transactions on the accounting equation - A, L, Oe
a Petra Clarke contributes a vehicle worth $26 000, inventories worth $12 000 and cash of

$20 000 to begin her business.

b Daniel West has borrowed $50 000 cash from the bank. He has then purchased a vehicle
for $23 000 and furniture for the business valued at $27 000. He made an original contri-
bution of cash $10 000 and equipment worth $21 000.

¢ Howard Johnston says he has $300 000 in assets in his business, but he has also declared
that he has borrowings of $350 000. Could this be accurate? Why/why not?

Transaction analysis - A, L, Oe

Determine whether the following accounts are increasing or decreasing due to the transac-
tion that has occurred and determine whether to debit or credit the particular account.

Transaction Accounts Inc. or Dr
involved Dec. or Cr
a JWong begins business by depositing Bank

$20 000 cash into a bank account for
the business

Capital, ] Wong

b Bought furniture and fittings for the
business on credit from Fitters Fit Ltd

Furniture and fittings
Accounts payable

for $12 000 (Fitters Fit Ltd)

¢ Paid cash for office equipment $4 900 Bank
Office equipment

d Borrowed cash from ANX Banking Bank

Corp. $40 000 ANX Banking Corp.
e Purchased a vehicle for the business Vehicle

valued at $39 900 and paid by cheque Bank

(cash)
f Bought land valued at $190 000. Land

Organised a mortgage for this Mortgage

purchase from ANX Banking Corp.
g JWong contributed another $40 000 Bank

to the business

Capital, ] Wong

Double entry - A, L, Oe

Consider each line independently and suggest the transaction that has resulted in each dou-

ble entry.
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Debit entry Credit entry
a Bank 20000 Capital 20 000
b Bank 82 000 Loan from bank 82 000
¢ Accounts payable 25000 Bank 25 000
d Furniture 10000 Bank 10 000
e Equipment 35000 Accounts payable 20 000
Bank 15 000
f Accounts receivable 12000 Furniture 12 000
g Land 90 000 Bank 90 000
h Shares 50 000 Bank 50 000
i Cash management fund 30000 Bank 30 000
j  Furniture 30000 Capital 130 000
Accounts receivable 10 000
Equipment 50 000
Motor vehicle 40 000

* 1.25 Transaction analysis table - A, L, Oe
See exercises Jean Phillips is a seamstress. Complete a transaction analysis table for her business, Jean’s
A1.11-A1.19. Bridal Boutique.

Mar 4  Jean deposited $150 000 cash into a bank account to begin business
11 Paid cash for sewing equipment $15 000
12 Borrowed 100% of the value of premises worth $200 000 from NA Bank
16 Finalised contract for premises; signed a cheque for $200 000
19 Purchased motor vehicle on credit from Mooloolaba Motors $45 000
27  Paid North Coast Fitters $10 000 for display fittings and fixtures
30  Withdrew $200 from the bank to use as the business cash ‘float’. Record as cash on hand
31 Invested cash of $10 000 into debentures in Holey Kow Company

*%* 1.26 Transaction analysis table - A, L, Oe
Complete a transaction analysis table for each of the following transactions.
a Thurston Howell begins his corporate video business by depositing $33 000 cash into a
bank account in the name of the business.
Borrowed $130 000 from Good Lending Bank Ltd.
Bought freehold premises for $100 000. Paid by cheque.
Bought video equipment for $12 000 on credit from Aussie Technical Pty Ltd.
Bought furniture from Mackay Furniture on credit for $10 000.
Thurston contributed another $5 000 cash and a vehicle worth $15 000 to the business.
Purchased computer equipment for $8 000 cash.

Q =0 Q0T

* 1.27 Transaction analysis table - A, L, Oe
Complete a transaction analysis table for E Duncan’s business.

Retain your answer 2009
for use in exercise Feb 2  E Duncan purchased an existing business that listed the following assets and liabilities:
1.40. accounts receivable — T Chapman $20 000, accounts payable — Y Salton $35 000, premises

$180 000, mortgage on premises $64 000, equipment $5 000 and furniture $12 000
4 Borrowed cash of $120 000 from the National Bank
11 Paid $45 000 for a new motor vehicle for the business
18  Purchased (on credit from J Hogan) equipment for the business valued at $22 000

27 E Duncan purchased a domestic property from AAA Realty for $250 000 and borrowed the
funds from the National Bank. The property is not for business use
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* 1.28 Transaction analysis table - A, L, Oe

Complete a transaction analysis table for Gerard O’'Dempsey’s business:

Retain your answer 2009
for use in exercises May 4  Contributed the following assets to begin business: motor vehicle $24 900 and $40 000
1.41 and 1.47. cash

5 Purchased another motor vehicle on credit from Great Deals Pty Ltd for $25 000 and paid a
deposit of $5 500
9 Borrowed $150 000 cash from S Puri
14 Bought equipment on credit from AWA Markets Pty Ltd $11 000
23  Paid Great Deals Pty Ltd the remainder of the amount owing to them

** 1.29 Transaction analysis table - A, L, Oe
Complete a transaction analysis table for Ebony Berrell for transactions in the month of

March.
Retain your answer 2009
for use in exercises Mar 2 Ebony purchased an existing business that listed the following assets and liabilities:
1.42 and 1.48. accounts receivable — M Smeltzer $200 000, accounts payable — A Petoulis $350 000,

land and buildings $560 000, mortgage on land and buildings $460 000, furniture and
fittings $350 000 and equipment $312 000
4 Borrowed cash of $1 000 000 from Good Onya Finance Co.
18  Purchased new furniture for the business on credit from J Malone, $125 000
20  Purchased a new motor vehicle for the business valued at $58 000 from Ciaran’s Car
Sales. Paid a deposit of $10 000 with the remainder to be paid at the end of next month

27  Signed a contract with AAA Realty for a residential property for $250 000 intended for
domestic, not business, use. The mortgage for the property is to be held by AXB Bank Co.

31 E Berrell received an inheritance of $500 000, half in cash and half in property. She
decided to invest the property and half the cash into the business

*x 1.30 Classification of accounts - R, E, A, L, Oe

The business of K Treeby provides management services to elite sportspeople. Classify the

See also chapter 9, following items as revenue, expenses, assets, liabilities or owner’s equity for the business.
R&P2 on page 466. a Bankloan h Wages of personal assistant

b Computer i AWilliams (K Treeby is owed an

¢ Cashin hand amount for services rendered)

d Motor vehicle j Postage

e Motor vehicle registration k  Consultancy fees charged by K Treeby

f Rent of premises | Drawings of cash by the owner, KTreeby

g Bank overdraft

*x 1.31 Accountrules -R, E, A, L, Oe

State whether the accounts should increase or decrease in value because of the following

transactions

a Bank (debit); fees revenue (credit)

b Rent revenue (credit); bank (debit)

c CRollings (debit); sales (credit)

d Supplies expense (debit); Big Top
Stationery (credit)

P Pope (debit); furniture (credit)
Bank (debit); bank loan (credit)
Drawings (debit); bank (credit)
Wages (debit); bank (credit)

sQ =0

*x%*x 1.32 Accounts - explain differences
Explain the essential difference between the following accounts.
a accounts receivable and accounts d bankloan and interest
payable e sales and fees revenue
b capital and bank
¢ motor vehicle and motor vehicle expenses

**x 1.33 Revenue and expense accounts for service versus trading businesses

Consider the following businesses. Determine the name of the account each business would
use to record its main source of revenue and possible expense accounts that might be need-
ed by the business.
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* 1.35

* 1.36

a Balanced Educational Toys Company h Ooloomooloo Veterinary Practice

b Mowers R Us i Madeleine’s Medical Supplies

¢ Lynch Crane Hire Service J Goode-O Car Sales

d Southside Beauty k Johnston and Johnston Employment
e KP Meaney - Accountant Consultancy

f S Sylvania and Associates Lawyers I Woodora Horse Stud Farm

g Toowong Orthodontic Practice

Accounting concepts — explanatory paragraphs

L Duffield, the owner of Duffield Cleaning Services, is under the misconception that double
entry means information is entered twice. As the accountant for L Duffield, write a paragraph
explaining that this understanding of double entry is incorrect. Ensure the paragraph clearly
explains the correct meaning of the term ‘double entry’. Use the following guide:

e First sentence: State clearly that the understanding of the term is incorrect.

* Second sentence:  State the correct understanding of the term.

e Third sentence: Give an example.
* Fourth sentence: State what the misconception has been based on (such as two
entries).
 Fifth sentence: State what the term actually relates to — a fundamental accounting
concept such as the accounting equation.
* Final sentences:  Explain how the concept of double entry is derived from this equa-

tion and how it affects transactions that must always keep the equa-
tion in balance.

Double entry - R, E, A, L, Oe

State whether the following would result in a debit or credit entry in the ledger:

a An asset account increases in value e An asset account decreases in value

b Aliability account increases in value f Aliability account decreases in value

¢ An owner’s equity account decreases g An expense account increases in value
in value h An owner’s equity account increases in

d Arevenue account increases in value value

Explanatory paragraphs - letter explaining R, E, A, L, Oe and the
accountlng equatlon
Compose a letter in response to the following question.
Extract from a letter sent to you by Scott Patterson, a friend, of 235 Cambridge Parade,
Manly 4179:

| understand assets, liabilities and the owner’s investment all relate

together and that we can express this as the accounting equation, but

what are revenues and expenses and how do they impact on the

accounting equation?
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*x*x 1.37 Transaction analysis table - R, E, A, L, Oe
R Penhurst is a hairdresser. Analyse the following transactions for this business, Short Back
Retain your answer and Sides Hairdressing.

for use in exercises 2009

1.43 and 1.48. Feb Purchased hairdressing supplies for $779 cash

Paid salon assistant wages of $355

Cash sale of services $600

Owner withdrew $100 for own use

Paid rent of salon premises $900

1 Purchased supplies on credit from GH Supplies Ltd for $338

22  Paid Optus for telephone $154

24  Cash sales of services $550

27 Performed services for a large wedding party and received $300
28 Cash sale of services $877

** 1.38 Transaction analysis table - R, E, A, L, Oe

Complete a transaction analysis table for R Bowman’s business, Ritzy Résumés, for the
Retain your answer month of May.
for use in exercises 2009
1.44 and 1.50.

O © N O o =

May 1 Received an inheritance of $40 000 from a relative, K Packer, and invested all of this cash
into the business.

2  Purchased computer equipment on credit from K Cooke for $6 200

3 Invoiced St Aloysius School in Longreach for $500 for an in-service session conducted in
the school

4 Bought furniture for the business for $14 000 cash
Purchased more equipment on credit from R Lauren for $21 000 and paid a deposit of
$1 000

5  Received $1 500 cash from clients for a workshop on writing résumés

6 Paid $380 for stationery supplies for the business
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* 1.39 Journalising transactions

Using the following transaction analysis table for M Ong, prepare the general journal entries.

Date Transaction Accounts Account Nature  Inc.or  Same Debit Credit
involved type of the Dec. or
account opposite
2009 to nature $ $
Aug 1 Contributed the following Bank Asset Debit  Inc. Same 5000
assets to begin business: Equipment Asset Debit Inc. Same 10 000
cash $5 000, equipment Motor vehicle Asset Debit Inc. Same 22 500
$10 000 and motor vehicle Capital Owner’s equity Credit Inc. Same 37500
$22 500 (R0O1)
Aug 2 Paid $1 000 cash for Bank Asset Debit  Dec. Opp. 1000
advertising expense (CHO01)  Advertising Expense Debit  Inc. Same 1000
Aug 3 Purchased more equipment Equipment Asset Debit  Inc. Same 21500
on credit from Hot Shot Accounts payable
Suppliers for $21 500 — Hot Shot
and paid a deposit of $1 500 Suppliers Liability Credit Inc. Same 20 000
(ref # 999, CH002) Bank Asset Debit Dec. Opp. 1 500
Aug 5 Received $670 cash for Bank Asset Debit Inc. Same 670
commissions (R002) Commission
revenue Revenue Credit Inc. Same 670
Aug 8 Borrowed $50 000 Bank Asset Debit  Inc. Same 50 000
cash from ANZ Bank Loan from
(RO03) ANZ Bank Liability Credit Inc. Same 50 000
Aug 15 Bought furniture for the Furniture Asset Debit  Inc. Same 125
business for $125 cash Bank Asset Debit Dec. Opp. 125
(CHO003)
Aug 20 Paid cash for the following  Bank Asset Debit  Dec. Opp. 1030
expenses: Telephone
telephone $230 (CH004) expense Expense Debit Inc. Same 230
electricity $300 (CHO005) Electricity
rates $500 (CHO006) expense Expense Debit Inc. Same 300
Rates expense Expense Debit  Inc. Same 500
24 Paid Hot Shot Suppliers Bank Asset Debit  Dec. Opp-. 20 000
the amount owing to them  Accounts payable
(CHO007) — Hot Shot
Suppliers Liability Credit Dec. Opp-. 20 000
* 1.40 Journalising transactions
See exercises Using the transaction analysis table prepared for E Duncan’s business in exercise 1.27 on
A1.20-A1.28. page 114, prepare the general journal entries. Number all source documents and references
beginning at 001.
* 1.41 Journalising transactions

Retain your answer
for use in exercise
1.47.

* 1.42

Retain your answer
for use in exercise
1.48.

* 1.43

Retain your answer
for use in exercise
1.49.

Using the transaction analysis table prepared for Gerard O’'Dempsey’s business in exercise
1.28 on page 115, prepare the general journal entries. Number all source documents and
references beginning at 001.

Journalising transactions

Using the transaction analysis table prepared for Ebony Berrell’s business in exercise 1.29 on
page 115, prepare the general journal entries. Number all source documents and references
beginning at 001.

Journalising transactions

Using the transaction analysis table prepared for R Penhurst’s business, Short Back and Sides
Hairdressing, in exercise 1.37 on page 117, prepare the general journal entries. Number all
source documents and references beginning at 001.
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Retain your answer
for use in exercise

1.50.

*k*x 1.45
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Journalising transactions

Using the transaction analysis table prepared for R Bowman’s business, Ritzy Résumés, in
exercise 1.38 on page 117, prepare the general journal entries. Number all source documents
and references beginning at 001.

Analyse and interpret a general journal

Analyse and interpret the general journal prepared for Campbell Editorial Services to deter-
mine the transactions that have occurred:

General journal
Date Particulars Account Post Debit Credit
2009 no. ref $ $
Jul 1 Bank 3103 150 000
Capital, R Campbell 5101 150 000
(Owner contributes cash R001)
4 Electricity 2409 100
Bank 3103 100
(CHO01)
7 Accounts receivable — KKL Publishing 3104.1 2 000
Service revenue 1102 2000
(Ioo1)
10 Advertising 2301 1 000
Bank 3103 1 000
(CH002)
16 Bank 3103 3000
Service revenue 1102 3000
(CRS)
22 Equipment 3205 2 000
Accounts payable — Capalaba Computers 4101.1 2000
(ref # 1989)
25 Bank 3103 50 000
Capital, R Campbell 5101 50 000
(RO02)
28 Motor vehicle 3204 38 000
Accounts payable — Kirwan Mitsubishi 4101.2 38 000
(ref # 199873404)
30 Land 3207 51 000
Bank 3103 51 000
(CH003)
31 Drawings 5101A 500
Bank 3103 500

(CHO004)
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** 1.46
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**x 1.47
See exercises
A1.27-A1.33.

*x 1.48

*x 1.49

**x 1.50

Accounting assumptions and concepts - explanatory paragraphs

Write explanatory paragraphs about the relationship between the accounting entity
assumption, the accounting equation, and the nature of A, L and Oe accounts. Explain how
the rules of double entry are derived from the accounting equation. Use the following
concept map to help you in writing your explanatory paragraphs.

Accounting entity
assumption

v

Accounting equation
A =1L + [Oe+(R-E)

v

Asset Liabilities and
Sze ts)'fre owner’s equity are
enl credit

Twofold nature of _> ‘

business transactions T Rules of double entry

Dr = Cr

Chart of accounts, general ledger and trial balance

Using the general journal prepared for Gerard O’Dempsey’s business in exercise 1.41 on
page 118, draw up a chart of accounts and general ledger, calculate working balances and
take out a trial balance.

Chart of accounts, general ledger and trial balance

Using the general journal prepared for Ebony Berrell’s business in exercise 1.42 on page 118,
draw up a chart of accounts and general ledger, calculate working balances and take out a
trial balance.

Chart of accounts, general ledger and trial balance

Using the general journal prepared for R Penhurst’s business, Short Back and Sides Hair-
dressing, in exercise 1.43 on page 118, draw up a chart of accounts and general ledger,
calculate working balances and take out a trial balance.

Chart of accounts, general ledger and trial balance

Using the general journal prepared for R Bowman’s business, Ritzy Résumés, in exercise 1.44
on page 119, draw up a chart of accounts and general ledger, calculate working balances and
take out a trial balance.
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See exercise
A1.34.
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Trial balance errors
Using the trial balance below, find the errors and amend them so it balances.

Kerry Heath (Nundah Branch)

Trial balance as at May 2009

Account no. Account Debit Credit
$ $

3102 Cash in hand 2500

3206 Building 250 000

5101 Owner’s contribution 193 724

2410 Insurance 1500

3303 Loan to C Christie 4 000

3204 Motor vehicle 25000

1102 Service revenue 120 000

2301 Advertising 2250

2201 Supplies expense 3600

2403 Cleaning 124

2409 Electricity 550

4201 Bank loan 150 000

1103 Commission revenue 65 800

3103 Bank 240 000

Trial balance errors
Read the letter below and respond on behalf of the accountant, Marika Pathe.

3434 Northern Highway
TOWNSVILLE QLD 4870
9 March 2009

Ms Marika Pathe
Accountant

Pathe & Flutter Accountants
34 Main Street

CAIRNS QLD 4870

Dear Marika

Thanks for sorting out my books last month. I think I'm on track now.

I have recorded all the transactions in the journal, and have completed
the ledger and trial balance. Just one question — my trial balance is out!
I can't seem to find the error no matter what I do. Can you give me an
idea about what to do to find my error? I guess if I find the error and it
balances, then all my recording for the month will be accurate.

Many thanks,
Feh oJ'b Robenta —Thomaoin,

Accounting process from transactions to trial balance (no GST)

The following transactions occurred for Rollover Rover Dog Washing Service in May 2009.
Prepare a general journal. Number all source documents and references beginning at 001.
Prepare a chart of accounts from the accounts listed in the general journal.

Post the general journal to the general ledger.

Calculate working balances if using T-accounts.

Prepare a trial balance as at 31 May 2009.

OO0 TO
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** 1.54
** 1.55
** 1.56

2009
May 1
4

7
10
11
12

15
17
20
22
24

27
31

Owner deposits $10 000 cash in a bank account to begin the business

Bank of WWW loans the business $40 000 in cash, which is deposited into the business’s
bank account

Specially modified vehicle and trailer purchased for the business for $38 000 cash
Service fees for the week ending 10 May $890 cash
Billed Harriet Hooper, a customer, for a service valued at $130

Purchased a computer on credit from Rocky Computers for $3 500 and paid a deposit of
$500

Paid cash for advertising in the Yellow Pages $1 200
Service fees for the week ending 17 May $1 200 cash
Paid wages to a part-time employee $400 cash

Wrote cheque to pay for mobile telephone expenses $120
Service fees for the week ending 24 May $2 300 cash
Received a cheque for $130 from Harriet Hooper

Paid wages to a part-time employee $400 cash

Service fees for the week ending 31 May $1 500 cash
Paid Rocky Computers $1 000 in part-payment of account

Accounting process from transactions to trial balance (no GST)
Record the following transactions for Luke Lunney, a mobile hairdresser. Luke generally
requires cash for his hairdressing services, but he has offered to give credit to some very reg-
ular clients who will pay him on a monthly basis.

a Prepare a general journal. Number all source documents and references beginning at 001.
b Prepare a chart of accounts from the accounts listed in the general journal.
¢ Post the general journal to the general ledger.
d Calculate working balances if using T-accounts.
e Prepare a trial balance as at 31 July 2009.
2009
July 1 Luke deposits $10 000 as capital into a bank account for his business
Luke purchases equipment on credit from Townsville Hairdressing Supplies for $1 600

2 Luke borrows $10 000 from the Waytogo Bank in order to purchase a second-hand motor
vehicle from Townsville Motors valued at $10 000. He writes out a cheque for $10 000 to
Townsville Motors and will pay monthly instalments of $250 to Waytogo Bank on the 30th of
each month.

7  Luke deposits the week’s takings of cash from customers of $400. He has also performed
services for P Marson and W Ellison, who are regular clients. Their accounts should show
the cost of services of $20 and $12, respectively

9  Luke withdraws cash of $200 for personal use

11 Luke purchased a mobile phone for $400 from Dandy Electronics. He paid cash

14 Luke has his trade tools maintained by Phillip Mills, with whom he has an account. The cost
of this maintenance was $120

15  Luke’s takings for the week due to the sale of his services: cash $340

18 Luke made a part-payment to Townsville Hairdressing Supplies $400

22 Services: cash $320; P Marson $20; W Ellison $12

25  Paid motor vehicle expenses of $250 to Kirwan BP Service Station

29  Services: cash $330 received

30 Paid monthly instalment of $250 to Waytogo Bank

Definitions

Rewrite the definitions for the GST terms on page 65 in your own words. Display them in a
tabular form for easy reference as you learn about their impact on the accounting records.

Understanding how GST works
Consider the following transactions:

Jenny, a cotton farmer, sells raw cotton to Pete, a cotton processor, for $220 (including

$20 GST).

Pete uses the raw cotton to make fabric and sells it to Gerry, a fabric retailer, for $330

(including $30 GST).
® Gerry sells the fabric to Annaleise, a consumer, for $440 (included $40 GST).
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Draw a graphical representation of how GST affects the supply chain, calculating:

a the value of sales and purchases

b the amount of GST that is collected

¢ howmuch GST is remitted to the ATO by each participant in the supply chain

d the total amount of GST that the government receives on the supply of the good.

*x 1.57 Understanding GST
Research whether the following goods attract GST.

a Water in bottles h Tea or coffee at a restaurant
b Fruit and vegetables i Baby formula

¢ Restaurant food ] Bread

d Confectionery ke Cakes bought at a bakery

e Icecream I Breakfast cereals

f Biscuits m Flour

g Teain a packet or coffee in a jar

* 1.58 Understanding GST

Collect the docket from your family’s next grocery shop and list 10 items that attract GST and
10 that do not. How is GST indicated on the docket?

* 1.59 Understanding GST calculations

Complete the missing figures in the following table. (The first one has been done for you.)

See exercises

A1.35-A1.36. Price charged GST (price = 11 Value of the item
or value + 10)
e.g. $5 500 $500 $5 000
$422
$2 780
$1 034
$520
$2 387
$1 860

*%*x 1.60 Newspaper article

% Write a short article (150 words) for a magazine distributed to owners of small businesses
about the importance of keeping accurate accounting records.

* 1.61 Research and present information about the GST
Research the website of the Australian Taxation Office <www.ato.gov.au> and find links to
the section that deals with GST. Find more information about the GST and prepare a short
presentation using a data show based on five points that you found about GST that you did
not know before.
For example, find out:
°  What is an ABN?
°  What is a BAS?
* What advice does the ATO give business regarding rounding of GST amounts?
*  Which items are GST-free?

* 1.62 Purchase of inventories
Journalise the following transactions for Zillmere Computers, which occurred on 2 August
2009.
Purchased $40 678 worth of inventories for cash. Wrote cheque number 778.
Bought $13 970 worth of inventories on credit from Good Suppliers Ltd (ref # 5556).
Notebook Computers Ltd sold us $33 297 worth of inventories for cash (cheque 779).
A supplier, PPP Ltd, sold us $13 552 worth of inventories on credit (ref # 111).
Took delivery of inventories bought on credit from our supplier, Tidwell Ltd, $15 884
(ref # 487).

See exercise A1.37.

(1 = 7 I = ]
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* 1.63

See exercise A1.38.

Round deposit to
nearest $.

* 1.64

See exercise A1.39.

* 1.65

See exercise A1.40.

* 1.66

See exercise A1.41.

* 1.67
See exercises
A1.42-1.43.

* 1.68

Purchase of assets

Journalise the following transactions for Yarraman Traders, which occurred on 4 July 2009.

a Purchased $5 863 worth of equipment for cash (cheque 887).

b Purchased $6 644 worth of furniture on credit from Bower Ltd, ref # 09865. Paid $664,
cheque number 888, as a deposit.

¢ Bought machinery which cost $15 499 from Martine Machines Ltd on credit (ref # 154).
Paid a 20% deposit with cheque number 889.

d New England Highway Motors sold us a vehicle for $39 996 cash (cheque 890).

Purchase of supplies and services

Journalise the following transactions for Willawong Enterprises, which occurred on 6 July

2009.

a Purchased fuel for $84.70 from Waltzing Matilda Garage, where a monthly account is held
(ref # WMG 4434).

b Paid $121 for electricity on cheque 117.

¢ Paid commercial rent of $1 804 for the month on cheque 118.

d Purchased replacement laser printer cartridges for $594 on account from Laser Printer
Supplies (ref # 9997).

Purchases of inventories, assets, other supplies and services
Journalise the following transactions for Vincent Enterprises.

2009
May 3 Purchased $9 251 worth of inventories on credit from Black Ltd (ref # XD8874)
6  Paid cash ($5 819) for furniture (cheque 11145)
8  Purchased $14 113 worth of equipment on credit from APR Ltd (ref # APR1147)
19 Bought $2 442 worth of inventories for cash (cheque 11146)

22  Charged $286 worth of photocopying supplies to our credit account with Coopers Copiers
Ltd (ref # 3354)

29 Paid Energex for electricity $143 cash (cheque 11147)

Purchases returns
Journalise the following transactions for Ubobo Art Cooperative.

2009

Juy 8 Returned $1 507 worth of inventories purchased on credit from Northern Districts Trade
Supplies Ltd (ref # 056)
Returned $671 worth of goods purchased for cash last month and received a cash refund
(receipt 0588)
Western World Traders paid a cheque for $649 as a refund for goods returned (receipt 0589)

Cash paid to accounts payable

Journalise the following transactions for Tingalpa Timbers, which occurred on 10 July 2009.

a Paid Local BP Garage Pty Ltd the amount owing in full, $572 (cheque 640).

b Paid cheque number 641 to A E Pie Pty Ltd, $1 122.

¢ Cheque number 642 for $2 409 was sent to Crosier & Crosier Ltd to pay the account held
with this business.

d Wrote out cheque number 643 for $440 to pay Pink Pages Ltd.

e Patrick Ltd were sent cheque number 644 for $1 848.

Cash paid to accounts payable

Journalise the following transactions for Stephens Computers, which occurred on 12 July
2009.

a Cheque number 1124 for $682 was sent to Works for the Office.

b Paid cheque number 1125 for $4 180 to Tyne & Co.
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* 1.69 Purchases of assets, inventories and other supplies and services,
returns of inventories and cash payments

Blue Chip Chocolates had the following transactions for the month of April 2009.

2009
See exercise A1.44. April 3 Purchased $61 490 worth of inventories on credit from White Tulip Ltd (ref # 33)
Paid Energex cash for electricity $418 (cheque 00447)
7  Purchased office equipment from La Perouse Furniture Supplies for $26 444 on credit
(ref # T77896). Paid a deposit of $1 500 (cheque 00448)
9  Returned inventories valued at $4 994 to White Tulip Ltd as they were recalled due to
faulty processing. White Tulip Ltd sent adjustment note ref # 666
12 Paid White Tulip Ltd $56 496 in settlement of account (cheque 00449)
15  Charged delivery truck maintenance for $847 to our credit account with Rasmussen
Garage (ref # 34445)
16 Purchased $15 400 worth of inventories for cash (cheque 00450)
19  Returned $440 worth of inventories originally purchased for cash to the supplier and
received a cash refund (receipt 62)
22 Paid La Perouse Furniture Supplies the amount owing less the discount applicable
(cheque 00451)
30 Paid Rasmussen Garage the amount owing in full on cheque number 00452

You are required to:
a enter the transactions into the general journal
b post to the ledger.

* 1.70 Sale of inventories for cash and on credit
Journalise the following transactions for Riverview Enterprises, which occurred on 14 July.
See exercise A1.45. a Sold inventories (cost price $780) for cash $1 716 (cash register docket issued).

b Sold inventories on credit to Kingaroy Co. for $1 199 (cost price $545; invoice 225).

¢ Keppel Sands Resort purchased inventories on account for $4 906 (cost price $2 230;
invoice 226).

d Cash customer purchased inventories for $2 871 (cost price $1 305) and a cash register
docket was issued.

*x ‘1.71 Sale of assets (other than inventories)
Journalise the following transactions for Quilpie Computer Superstore, which occurred on

16 July 2009.
a Sold, for cash, excess office equipment at its original price $4 500 (GST inclusive)
(receipt 44).

b Sold display equipment on credit $11 000 to Bremmer Traders Pty Ltd. The display equip-
ment was no longer required (invoice 5567).

*x 1.72 Sale of service
Journalise the following transactions for Proserpine Accounting Service, which occurred on
18 July 2009.
See exercise A1.46. a Audited books for St Mary’s School and received $770 (receipt 223).

b Provided accounting services for a regular client, Mitchell Motors, on account. Invoiced
$407 (invoice 224).

¢ Cashreceived for tax return preparation from a number of customers: 12 hours at $80 per
hour plus GST. Receipt numbers 225-230 were issued. Record this cash sale in total.

d Audited accounts for Nashville Indoor Sports. Invoiced them for four hours at $80 per
hour plus GST. Invoice number 231 was issued.
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** 1.73
* 1.74
* 1.75

See exercises
A1.49 and A1.50.

* 1.76

* 1.77

See exercise A1.51.

Sales and sales returns

Journalise the following transactions for B & P Enterprises for the month of March. Assume
all source documents begin at 222.

Mar 1 Sold inventories for cash $24 002 (cost price $9 800)
5  Customers purchased goods $35 002 (cost price $15 570)
6  Cash sales returns $2 299 (cost price $980)
16  C Maclintosh purchased items of inventory on account $9 405 (cost price $4 040)
18  Cash sales of services $23 804

24 A customer who purchased goods for cash returned items that were the wrong colour. They
were valued at $1 199 (cost price $650)
Cash customers purchased merchandise for a total of $25 806 (cost price $13 900)

28 S Usasz found that some of the goods purchased were unsuitable. She has returned them
and requested an adjustment to the value of $550 (cost price $215)

31 Sold merchandise on credit to Poppy Pty Ltd $45 001 (cost price $24 700)

Sales returns

Journalise the following transactions for Oakland Parade Enterprises, which occurred on

14 September 2009.

a Inventories sold for cash on 1 September $1 100 (cost price $500) were returned. Issued
cheque 911 and adjustment note # 911.

b R Eaton returned inventories worth $957 bought on credit on 28 July (cost price $435;
adjustment note # 912).

Cash received from accounts receivable

Journalise the following transactions for Nashville Traders, which occurred on 22 July 2009.

a A credit customer, Zepher Ltd, paid an outstanding debt of $4 780, which was owing for
goods purchased last month (receipt 11).

b Annerley Automatics paid $1 200 owing on account with Nashville Traders (receipt 12).

Credit sales and cash from accounts receivable
Journalise the following transaction for Mount Morgan Wholesalers.

2009
July 2 Billed a credit customer, Renay Roberts, $22 000 for goods purchased at a cost price of
$10 000 (invoice 54)
10 Received a cheque from Renay Roberts for $22 000 in settlement of her account
(receipt 612)
12 Sold goods for $37 400 to Brendan Yui. The cost price of the goods sold was $17 000
(invoice 44)
15  Received a cheque from Brendan Yui in settlement of his account (receipt 613)

Cash received for other revenues

Journalise the following transaction for Lutwyche Lights, which occurred on 24 July 2009.

a Received dividend on shares in Dotcom Co. $690 (no GST is applicable; receipt 114).

b Wrote out receipt number 115 to record receipt of a cheque for $440 from a tenant for
fortnightly rental of business premises.

¢ Aroom above the shop is rented to a tenant for residential purposes. Received $120 cash
from this tenant for the week’s rent. (GST is not levied on residential rents, only com-
mercial rents; receipt 116.)
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**x 1.78 Sales and returns; cash received

The following transactions occurred in Zoe Evans’ business, Oakey Heating Solutions, in
March 2009. Determine all source documents required and number each from 100.

Mar 1 Owner contributed inventories and furniture valued at $10 000 and $2 000, respectively.
Installed heating appliance for the Mt Marvel Guesthouse on account $2 420 (cost price
$1 100)
4 Sold showroom display fittings that were no longer required for $2 200 cash
5  Customers purchased goods $3 531 for cash (cost price $1 605)
13  Performed electrical checks on heaters at the Oakey District Hospital. An invoice was pre-
pared for $1 694
16  Purchased items of inventory on account $5 500 from J Carlson Pty Ltd, Dalby
19 Received a cheque from Mt Marvel Guesthouse in settlement of their account
24 A customer who had purchased goods for cash returned items that were the wrong colour.
They were valued at $539 (cost price $245)
25 Interest from bank account is $40 (no GST)
26  Z Evans found that some of the goods she had purchased on March 16 were damaged.
She requested an adjustment note to the value of $363
27  Sold merchandise on credit to McKeering Pty Ltd for $2 915 (cost price of goods sold is
$1 325)
29 Received $660 commission from Britex Elements for sales from its promotion last month
31 McKeering Pty Ltd paid cash to settle their account

You are required to:
a enter the transactions into the general journal
b post to the ledger
¢ take out a trial balance.

*x%x 1.79 Sales of inventories, assets and services; cash received
Banksia Beach Air Conditioners had the following transactions for the month of February

20009.
See exercises Feb 2  Purchased inventories $33 000 and furniture $26 400 (cheque 6211)
A1.47, A1.48 3 Received bank statement and noted that $10 in interest had been received for the month of
and A1.52. January (bank statement)

4 Commercial tenant paid rent $440 (receipt 54)
Sold inventories to Bonnets and Bows for $23 760 (cost price $10 800) (invoice 331)
9  Provided services on account for Broadmeadows Leagues Club and charged $27 115 for
this service (invoice 332)
10  Sales to cash customers totalled $24 420 (cost price $11 100; CRS)

11 Sold display furniture and fittings (at original price) $26 400 (GST inclusive) on credit to
Merry Widow Amateur Acting Guild (invoice 333)

14  Received a cheque from Broadmeadows Leagues Club in settlement of their account
(receipt 111)

20  Merry Widow Amateur Acting Guild paid their account (receipt 112)

27 Received a cheque from Bonnets and Bows in full payment of their account (receipt 113)

(¢)]

You are required to:

enter the transactions into the general journal
post to the ledger

c take out a trial balance.

oo



KEL) CHAPTER 1: INTRODUCTION TO ACCOUNTING

* 1.80

See exercise A1.53.

* 1.81
* 1.82
* 1.83

See exercise A1.54.

* 1.84

* 1.85

Drawings by the owner - cash and inventories

Journalise the following transactions for Kadanga Enterprises, which occurred on 31 July

2009.

a The owner withdrew cash of $2 000 (cheque 66982).

b The owner withdrew for own use goods to the value of $1 804 (cost price $820; memo
31/7/09).

Correction of errors

Journalise the following transactions for Joyner Coffee Emporiums, which occurred on

31 July 2009.

a The bank advised that an incorrect figure had been recorded on our deposit slip for
cheque number 334423, which was a cheque received from a client, T Turvey. We had
recorded a deposit of $454 when it should have been $554 (letter 28/7/2009).

b 1In reviewing the accounting records for the business, it is found that $9 987 has been
incorrectly posted to the motor vehicle account instead of the motor vehicles expenses
account. Correct this error (email from F Joyner 31/7/2009).

Correction of errors

Journalise the following transactions for Jimboomba Turf Supplies, which occurred on

31 July 2009.

a M Carr, an account receivable, has been debited with a sale of inventories for $4 246. This
was in fact an incorrect entry and the amount should have been recorded as a sale to M
Carpenter for the same amount. Reverse and correct this transaction (email 30/7/2009).

b An error was disclosed when the trial balance was prepared. A cash purchase has been
recorded for $2 486 when it should have been for $2 882. Correct this error (memo 334).

Opening entry — new business
L Basford, a sole trader trading as Bastille Products, opened for business on 10 November
with the following asset contributions by the owner:

Equipment $20 000 Furniture $11 000
Bank $8 500 Machinery $62 000
Cash on hand $200

Record these details as an opening entry in the general journal.

Remitting GST to the ATO
Prepare the entry to record the remittance of $286 of GST to the ATO by Nelson Contractors
on 20 July 2009 (cheque 6213).

Remitting GST to the ATO

Daniel Bodene’s Coffee Emporium had the following entries in its GST clearing account.
Determine the amount owing to the ATO for the month of September 2009 and prepare the
entry in the general journal.

Dr Cr
Date Particulars Amount Date  Particulars Amount
$ $
2009 2009
4102 GST clearing a/c
Mar 3 Bank 240 | Mar 1 Bank 1500
6 Bank 520 6 Accounts receivable
8 Bank 1100 -J+KLtd 5400
9 Accounts payable 9 Bank 12 540
— P Dwyer 6 600 11  Accounts receivable
14 Accounts payable —JJ Campbell 1540
— A Fagan 148 14  Accounts receivable
16 Accounts payable — O McKenna 5112
— A Star 620 15 Bank 8654
19 Bank 730 16  Accounts receivable
23 Accounts payable — E Best 1254
— A Casey 14 20 Bank 1 665
28 Accounts payable 26 Bank 2120
—J Tichburn 480 29 Bank 4147
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*%x%*x 41.86 Comprehensive exercise
Prepare general journal entries for the following transactions for Sarah’s Sarongs of
Noosaville. Then post to a general ledger and take out a trial balance. All source documents
begin at 200.

2009

Mar 1 Sarah began her business with cash $120 000, which she deposited in the bank. She also
contributed equipment worth $14 000 and a motor vehicle valued at $19 000 to the busi-
ness (no GST is applicable)

Sarah borrowed $30 000 cash from a good friend, Mimi Clark (no GST is applicable)
Bought inventory from Vosloo Limited $55 000
Commission received for sale of artwork displayed on premises $440
Customers bought goods for $33 000 cash (cost price $15 000)
Paid $3 500 rates for premises for the year. Cheque made out to Noosa Shire Council (no
GST)
Adam Limited sold the business items of inventory on credit for $46 200
12 Charged customer $506 for alteration services. Customer paid in cash
15  Purchased inventory for cash $19 800
Purchased furniture for the business from Office Furniture Products $55 000
Sold used furniture to office staff for $2 200 cash
16  Cash sales returns $7 480 (cost price $3 400)
Paid electricity and gas account $264
17  The owner withdrew cash $1 500 and inventories valued at $1 100 (cost price $500)
18  J Wong purchased items of inventory on account $10 340 (cost price $4 700)
Iltems purchased on 15 March were returned to the supplier as they were faulty. A refund of
$110 was received
25  The cash sales returns recorded on 16 March were found to be in error. The correct
amount should be $6 600 (cost price $3 000)
28  J Wong found that some of the goods she had purchased were unsuitable. She returned
goods to the value of $550 (cost price $250)
31 Paid salaries for the month $15 000 (GST is not applicable)
Paid Adam Limited the amount owing

0 N o O

See exercises
A1.55-A1.57.

You are required to:

enter the transactions into the general journal
post to the ledger

c take out a trial balance.

o9
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**x* 1.87 Comprehensive exercise

M Bone begins business, MB’s Uniforms, on 1 August 2009 with the following assets and
liabilities: Bank $12 530, accounts receivable: ] Landon $220 and J Sanders $341, office fur-
niture $5 000, motor vehicle $15 000, accounts payable: ] Leons $286, bank loan $11 000,
GST clearing $120.

Tax invoices issued

Date Inv. no. Customer Description Amount GST (incl.) COGS
2009
Aug 3 35 JLlandon Complete uniform $330.00 $30.00 $135.00
6 36 K Diamond Motor vehicle 16 500.00 1 500.00
15 37 Kenmore SHS 80 uniforms 23 000.00 2 090.91 10 454.55
24 38  Dutton Park SHS 50 uniforms 14 375.00 1 306.82 6 534.40
Tax invoices received
Date Inv. no. Customer Description Amount GST (incl.)
2009
Aug 2 3856 Uniform Suppliers 100 uniforms $15 000.00 $1 363.64
7  AE89 Computer Sales Ltd computer 3300.00 300.00
15 39 Best Shoes Ltd 48 brown shoes 14 000.00 1272.73
28 400 JLeons 30 hats 300.00 27.27
Cheque butts
Date Chq.no. Payable to Description Amount GST (incl.)
2009
Aug 9 332 SEQEB Electricity $150.00 $13.64
13 333 Commercial Realty ~ Rent 400.00 36.36
15 334 L Moon School hats 1.800.00 163.64
17 335 M Bone Drawings 200.00
19 336 Best Shoes Ltd Payment — part 4.000.00
25 337 J Roberts Uniforms 2090.00 190.00
Receipts issued
Date Rec.no. Received from Description Amount
2009
Aug 5 34 K Mines Office furniture $550.00
19 35 Kenmore SHS Payment in full 23 000.00
Cash register summary
Date Amount GST (incl.) COGS
2009
Aug 13 $2 863.00 $260.27 $1301.37
25 3814.00 346.73 1733.65
EFTPOS dockets
Date Amount GST (incl.) COGS
2009
Aug 5 $209.00 $19.00 $95.00
17 461.00 41.91 209.55
Adjustment notes issued
Date Adj. Issued to Description Amount GST (incl.) COGS
2009
Aug 5 3 Jlandon Wrong colour $50.00 $4.55 $22.73
Adjustment notes received
Date Adj. Received from Description Amount GST (incl.)
2009
Aug 5 365 Uniform Suppliers Faulty goods $150.00 $13.64
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Additional information:
* Memo 28/8 Cheque # 335 was written for $2 000, not $200 as recorded. Reverse and re-enter.
e Bank statement showed bank charges of $1 500 for August (no GST).
You are required to:
a enter the transactions into the general journal
b post to the ledger
¢ take out a trial balance.

*%x* 1.88 Comprehensive exercise

The following transactions are for Kim’s Kreative Cakes. Number all source documents from
600.

2009

Mar 5  Kimberly has the following balances in the books of her cake decorating supplies business:
bank $12 000, accounts receivable (N Griffin & Co. $2 000, Hogan’s Heroes $3 000),
premises $120 000, accounts payable (Nigela’s Cakes $5 000), inventories $18 000

8  J Knight purchased inventories for $5 400 (cost price $1 800)

11 Cash customers purchased goods $3 800 (cost price $2 000)

14 Sold goods on account $5 000 to Hogan’s Heroes (cost price $1 580)
Purchased stock for cash $1 600

16  Received invoice from Nigela’s Cakes for $14 800
Kimberly withdrew $1 000 for own use

17 Returned goods purchased for cash on 14 March $300
Received $2 200 for consultancy services to Fenton Ltd regarding a forthcoming trade expo

18 Returned $400 worth of goods to Nigela’s Cakes as they were unsuitable for the business
Owner withdrew goods for her own use (cost price $120)

22 Invoice sent to N Griffin & Co. for goods purchased on credit to the value of $23 694 (cost
price $10 770)
Paid Nigela’s Cakes $5 000 in full settlement of February account
As a result of a windfall, Kimberly has increased her investment in the business with a
contribution of cash $50 000 and building $400 000

25  Goods purchased from the business for cash were returned $330 (cost price $150)
Received commission revenue of $440 from Cakes R Us for a recent promotion of their
products

27 Purchased on credit new equipment for business $55 000 from Kearney Cooking Ltd. Also
paid an additional $1 100 for this asset, which includes installation of the equipment on the
premises

29 Paid the following accounts as they were due at the end of the month: electricity $352 and
telephone $242

31 N Griffin & Co. paid the amount outstanding as at 5 March
Paid the remainder of the amount owing to Nigella’s Cakes
Kimberly received news that the $30 000 she had applied to borrow from the bank was
now available in her account

An error was detected in the records. The entry made on 8 March was incorrect. The cor-
rect amount was $6 400 (cost price $2 100)

You are required to:
a enter the transactions into the general journal
b post to the ledger
c take out a trial balance.

*x%x%*x 1.89 Case study

Grant Noonan’s Hair I Am salon at Nundah was damaged by fire last week. Grant has been
able to retrieve the information in the following journals from an accounting package file.
He does not understand accounting but has a good knowledge of his business transactions.
He has asked that you:

a analyse and interpret the following printout

b prepare a list of the transactions, which have been recorded in date order

¢ explain the GST paid and GST collected accounts.
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Grant Noonan’s Hair | Am
Purchases & payables journal

Date ID no. Acct no. Account name Debit Credit
11-11-09 Purchase; Gresham Hair Products
00000001 2-1200 Trade Creditors $631.82
00000001 2-1200 Trade Creditors $63.18
00000001 5-1000 Supplies — Purchase $631.82
00000001 2-1330 GST Paid $63.18
24-11-09 Purchase; Myer Ltd
00000002 2-1200 Trade Creditors $204.55
00000002 2-1200 Trade Creditors $20.45
00000002 6-4700 Shop Supplies $204.55
00000002 2-1330 GST Paid $20.45
Sales & receivables journal
Date ID no. Acct no. Account name Debit Credit
09-11-09 Sale; Cash
00000001 1-1200 Trade Debtors $360.91
00000001 1-1200 Trade Debtors $36.09
00000001 4-1100 Hair Cuts $40.00
00000001 4-1150 Shampoos $101.82
00000001 4-1400 Hair Products $219.09
00000001 2-1310 GST Collected $36.09
13-11-09 Sale; Cash
00000002 1-1200 Trade Debtors $730.91
00000002 1-1200 Trade Debtors $73.09
00000002 4-1150 Shampoos $227.27
00000002 4-1100 Hair Cuts $103.64
00000002 4-1250 Perms $400.00
00000002 2-1310 GST Collected $73.09
26-11-09 Sale; Cash
00000003 1-1200 Trade Debtors $1 334.55
00000003 1-1200 Trade Debtors $133.45
00000003 4-1100 Hair Cuts $410.91
00000003 4-1250 Perms $527.27
00000003 4-1200 Shaves $32.73
00000003 4-1150 Shampoos $363.64
00000003 2-1310 GST Collected $133.45
Cash receipts journal
Date ID no. Acct no. Account name Debit Credit
09-11-09 Payment; Cash
CR000001 1-1110 Cheque Account $397.00
CR000001 1-1200 Trade Debtors $397.00
13-11-09 Payment; Cash
CR000002 1-1110 Cheque Account $804.00
CR000002 1-1200 Trade Debtors $804.00
26-11-09 Payment; Cash
CR000003 1-1110 Cheque Account $1 468.00
CR000003 1-1200 Trade Debtors $1 468.00



Cash disbursements journal

Chapter 1 exercises @

Date ID no. Acct no. Account name Debit Credit
11-11-09 Gresham Hair Products
1 1-1110 Cheque Account $695.00
1 2-1200 Trade Creditors $695.00
14-11-09 Telstra
2 1-1110 Cheque Account $250.00
2 6-4500 Telephone $227.27
2 2-1330 GST Paid $22.73
14-11-09 Peta Hawkins
8 1-1110 Cheque Account $320.00
8 6-5130 Wages & Salaries $320.00
25-11-09 Petty cash reimbursement
4 1-1110 Cheque Account $22.20
4 6-4200 Postage $9.55
4 6-4100 Cleaning $6.18
4 6-5110 Staff Amenities $4.90
4 2-1330 GST Paid $1.57
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Already know e How to account for revenues and expenses

e A fundamental objective of accounting information is
to provide information to interested parties for
decision-making purposes

Need to know e Definition and implementation of accounting period
assumptions

¢ Definition and implementation of the matching principle

e Preparation of closing entries and profit and loss
summary

e Preparation of income statement and balance sheet

ining

Using this e Helps to evaluate the performance of a business

knowledge through providing information that relates to a given
period of time. The matching of revenues and
expenses enables management to see how the
business is performing and whether there are areas
in need of improvement

e Provides information for decision-making. The
availability of profit/loss figures on a regular basis
enables managers/owners to make decisions about
how the business has performed and the future
direction of the enterprise
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Accounting period assumption Matching principle
Balance sheet Net profit/loss
Gross profit/loss Profit and loss summary

Income statement

Learning objectives

After completing this section, you should be able to:
1 explain the purpose of the accounting period assumption
2 understand the need for a profit and loss summary account

3 prepare closing entries and a profit and loss summary account, and balance
asset, liability and owner’s equity accounts

4 prepare a profit and loss summary account and reproduce this information as
an income statement

5 prepare a balance sheet.

The accounting period assumption

Learning objective 1 The true profit or loss made by a business can only be determined after the
liquidation of a business. However, in order to make decisions and evaluate the
performance of the business, it is necessary to calculate profit (or loss) on a more



‘Arbitrary’ means
there is no set rule
that must be adhered
to by a business.

/ ;/_7/

Profit and

Learning objective 2

Net profit occurs
when the sales
revenue and other
operating revenues
are greater than the
cost of goods sold
and other operating
expenses.

/ ;/_7/

Net loss occurs when
the cost of goods sold
and other operating
expenses are greater
than the sales revenue
and other operating
revenues.

Determining profit/loss @ .

regular basis. Therefore, the life of the business is divided into reporting periods for
the purpose of profit determination. Reporting usually occurs at the end of the
financial year which, for most (but not all) businesses in Australia, follows the
taxation year — 1 July of one year to 30 June of the next year.

The accounting period assumption divides the life of an enterprise into arbitrary
time periods.

Regular reporting is necessary for taxation purposes. Profits earned by a sole
trader are subject to tax. Therefore, it is necessary to have a point in time when
profit or loss is ascertained.

In addition, the owner of a business will need to know how well the business is
performing and will therefore find it necessary to determine profit or loss through:
e the profit and loss summary account
e end-of-period reports (an income statement and a balance sheet).

However, the owner should constantly monitor the business’s progress and will
need to know more frequently than once a year how much profit is being
generated. The financial reports are formally completed once a year, but informally
more often, usually monthly or quarterly. These reports are known as interim
reports.

A trading account and profit and loss account could also be used by a trading
business instead of a profit and loss summary account. The trading account shows
the profit (or loss) from the sale of inventories less the expenses involved in getting
the inventories into a location and ready for sale. The profit and loss account
calculates the net profit after all other revenues and expenses are considered.

loss summary account

Profit or loss is determined by matching the revenue earned for the period against
the expenses incurred to earn the revenue for the same period (matching
principle). This process ensures a better evaluation of the business’s performance
in that time period because only relevant revenue and expense amounts are used
to calculate the profit or loss. The revenue and expense accounts in the ledger are
closed off, which means the accounts have a zero balance and are ready to record
the amounts incurred in the next accounting period. Information from these
accounts is transferred to an internal working account called the profit and loss
summary account. It is prepared in the general ledger and forms part of the
double-entry process, which means it has a debit and a credit component.

The profit and loss summary is a working account used to determine the net profit
(loss) of a business for the period.

The profit and loss summary account has the following structure.

General ledger or General ledger
Dr Cr
Profit and loss summary account Profit and loss summary account
Records Records Records revenue accounts Cr | Bal
expense revenue Records expense accounts Dr Bal
accounts accounts
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Review &

The balance of the profit and loss summary account indicates a net profit has
been made if revenues are greater than expenses, and a net loss if revenues are less
than expenses.

practice 1

What is the accounting period assumption?

How is profit calculated?

Why is it necessary to report profit (loss) on a regular basis?
Who would be interested in the financial reports of a business?

0 T 9

Recording closing entries

Learning objective 3

At the end of an accounting period, the revenue and expenses accounts are closed
off by transferring the balance in the accounts to the profit and loss summary
account. This process has a twofold effect:

1 The revenue and expense accounts have been cleared (they have a zero
balance) and are now ready for the recording of transactions for the next
accounting period.

2 The profit and loss summary account now contains all the relevant accounts to
enable the profit or loss to be calculated.

All asset, liability and owner’s equity accounts retain their balances as the opening
balance for the next financial year.

The steps for closing accounts from ledger accounts to the profit and loss
summary account are:

( )

Step 1 Determine which accounts are revenue accounts. These accounts will
need to be debited with the difference between the Dr and Cr side of
the account.

Step 2 Determine which accounts are expense accounts. These accounts will
need to be credited with the difference between the Dr and Cr side of
the account.

Step 3 a Prepare the general journal entries to debit the revenue accounts

and credit the profit and loss summary account.
b Prepare the general journal entries to credit the expense accounts
and debit the profit and loss summary account.

Step 4 Post the general journal entries to the ledger accounts.

. J

The accounts on page 139 appear in the ledger of Lois Chan.



Determining profit/loss @ .

(Anua Buisoln)
000 O 1 safiep
00021 10 asuadxa juay
000 St 19 Buisianpy
000 €81 1 pjos spoob Jo 1509
00091 10 suinjal sajes
000 99¢ Jia Arewwns sso| pue 10id
(Anua Buisol9)
00L6LE 19 Arewwins $so| pue 114014
002 ia ANUBAAJ UOISSIWILIO)
00S € ia EQIENEIREEIEN|
000 GLE 1a s9jes 0¢ aunp
$ $ JET} ‘ou 0102
Hpai) Hgaq 1sod junoday SienonJed ajeq

(10e1x3) JEuINO[ |RI3UAY

Ja 000 O 000 0OF ueg Ad
9/e sabey
Ja 000 2tk 000 ¢t yueg AQ
9/e asuadxa Juay
Ja 000 G 000 St yueg Ad
9/e Buisiianpy
10 000 €8} 000 €8} SaLI0JUaAU| Ad
/e pjos spoob Jo 1509
sasuadx3
13002 + 00¢ + Yueg Ad
9/@ 3NUAN3I UOISSIWIWOY
13 00S € 00S € a|qefed sjunody Ad
9/B aNUaAAJ }SaIA)U|
1@ 000 9k 00091 3|(BAIB03Y SIUN0JJYHueg Ad
9/e SuInjal sajes
1) 0006LE 000SLE 9]qeAI831 SJUN0JJY Mueg Ad
a/e sajes
sanuanay
01/6002

$ $ $ Ja1
aguejeg Hpaiy Hqaa 1sod sienoiped ajeq

Jew.o} Jeuwnjod — (Joexa) 1abpaj |esauay

ueyg sio]

*(sso]) 1go1d Jo uonemoed 9y} 10j MO[[E pUE SIUN0IIL
9suadxd pue 9NUIAdI WIOIJ SaNfeA [[e I3[0 3saY], TeuInol [erouad oY) Ul papiodal aie sInud Jurisop)

Jeahk Bulung=AQ 210N

] 000 0% ueg AT
a/e sabem
] 000zt ueg AQ
9/e asuadxa juay
| O Jueg Ad
9/e Buisnpianpy
] 000 €81 SoLI0jUBAY| AQ
/e pjos spoob Jo }s09

sasuadxy

002 | Yueg Ad _

9/B ANUAA3I UOISSIWWOY
005 € a|qefed sjunooay Ad _
9/e anuanay
_ 000 91 9|0BAIB08) S)UN0JIY HuRY Ad
9/e suInjal sajes
000 GLE  9|0eAI893) Sjunoody yueg Aa |
a/e sajes
sanuanay
01/6002 01/6002
$ ] $ ja1

junowy 1s0d sie[naiued ajeq  junowy 1s0d sienaiped ajeq
19 1a

1eunio}-1 — (1oenxa) Jabpaj [esauay

ueyy sio



I ELD) CHAPTER 2: FINANCIAL REPORTS

10 00Z €5 000 0O sabem
10 00 €6 00021 asuadxa Juay
10 00L S01 000 G1 Buisianpy
10 002 021 000 91 suinjai safes
10 00L 9€1 000 €81 plos spoob Jo 1509
40 00L6LE 002 L 3NUAA3I UOISSILIWOY
40 00G8LE 00S € anuanal 1aJau|
10 000 GLE 000 SLE saes 0g aunp
9/e Arewwns ssoj pue }joid
0 000 oOF Arewwns sso| pue 1j0id ogaunp
10 000 0¥ 000 0OF yueg Ad
9/e sabey
0 000 2L Arewwns sso| pue 10ld 0€ aunp
1a 0002k 0002t ueg Ad
9/e asuadxa juay
0 000 SL Arewwns sso| pue 1joid og unp
10000 St 000 G ueg Ad
9/e Buispianpy
0 000 €81 Arewwns sso| pue j1joid 0g aunp
43 000 €81 000 €8} 103u09 AI0JUBAU| Ad
9/e pjos spoob Jo 1509
sasuadxy
0 000 21 Arewwns sso| pue 1joid 0g aunp
1) 0002+ 0002t yueg Ad
9/€ aNUAN3J UOISSIWILIO)
0 00S € Arewwns sso| pue 1jold 0g aunp
40 00S € 00S € a|qefed syunodoy Ad
9/e aNUAA3I }SaIA)U|
0 000 91 Arewwns sso| pue Jjold 0g aunp
10 000 91 000 9t 9|qeAl9daY SjUN0JIY ueg Ad
9/e suJnjal sajes
0 000 G1€ Arewwns sso| pue j1joid 0g aunp
10000 GLE 000 SIE 9|(BAIB03I SJUN0JJYHURY Ad
9/e sajes
sanuanay
01/6002
$ $ $ i
aduejeg npa1) JIGED] 1sod siejnoiped ajeq

Jew.o) Jeuwn|od — (j9e.)xa) 136pa) |esausy

000 0% sabem
ooo el asuadxa juay
00Z L aNUaA3. LOISSIILIOY 000 1 Buisianpy
00S € anuanal 1saJa| 000 €81 plos spoof Jo 1509
000 S1€ S8jes 0gaunt | 0009k suinjal saeg 0g aunp
9/e flewwins sso] pue 1joid
Arewuwns
000 OF S$S0| pue Jjoid 0g8unr | 000 0¥ yueg 0g aunp
9/e sabey
Arewwns
00021 §S0| pue Jjoid ogaunr | 0002k yueg 0¢ aunp
9/e asuadxa juay
Krewwns
000 S1 §S0| pue Jjoid ogaunr | 000Gk yueg 0g aunp
9/e Buisnianpy
Arewwns
000 €81 $S0| pue yjo.d og8unt | 000 €81 10)U0J S8LI0JUBAU| 0€ aunp
/e pjos spooh Jo 1509
sasuadx3
Arewwns
002 | yueg AQ | ooz 1 §S0| pue Jjoid 0g aunp
9/8 3NUAA3] UOISSIWILIOY
Krewwns
00S € a|qefed sjunoday Ad | 00S€ S$S0| pue Jjoid 0g aunp
9/@ 3NUAN3I }SAIB|
frewwns EI0NEREY
000 91 SSO| pue joid 0  8unf | 0009} SJuN0JJy/Mueg 0€ aunp
9/e suInjal sajes
000 GIE 9|qeAI98) frewwns
S1unoddyueg Ad | 000SIE §S0| pue Jjoid 0g aunp
9/e sajes
sanuanay
01/6002 01/6002
$ 1 $
unowy 1s0d SIenoled aleq  junowy SIenoIed ajeq
19 aa

1eunio}-] — (1oe11X3) Jabpaj |esauay

ueyy sio]

*(paIy31y31y sarnua euInof rerouad

a1 M) smopfoj se readde mou pnom uey) s1o7 Jo 193paf o ‘sarnud reurnol rexouad oy 3unsod 101y



Determining profit/loss m .

If the credit side of the profit and loss summary account is greater than the
debit side, a net profit has been made. If the debit side of the profit and loss
summary account is greater than the credit side, a net loss has been made.

As a sole trader is entitled to all profits (losses) made by the business, any net
profit (loss) made is then transferred to the capital account of the owner of the
business. A net profit is transferred to the credit side of the capital account because
a net profit increases the owner’s equity in a business. A sole trader is also
responsible for any losses a business may make; therefore, any net loss is
transferred to the debit side of the capital account because a net loss decreases the
owner’s equity in a business.

The general journal entry to effect the transfer of Lois Chan’s net profit
calculated in the profit and loss summary account follows:

Lois Chan
General journal (extract)

Date Particulars Account Post Debit Credit
2010 no. ref $ $
June 30 Profit and loss summary Dr 53 700

Capital Cr 53 700

(Transfer of net profit)

Lois Chan
General ledger (extract) - T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2010 2010
Profit and loss summary a/c
June 30 Cost of goods sold 183000 | June 30 Sales 315000
Sales returns 16 000 Interest revenue 3500
Advertising 15 000 Commission revenue 1200
Rent expense 12 000
Wages 40 000
Capital (net profit) 53 700
$319 700 $319 700
Lois Chan
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2010
Profit and loss summary a/c
June 30 Sales 315000 315000 Cr
Interest revenue 3500 318 500 Cr
Commission revenue 1200 319 700 Cr
Cost of goods sold 183 000 136 700 Cr
Sales returns 16 000 120 700 Cr
Advertising 15 000 105 700 Cr
Rent expense 12 000 93 700 Cr
Wages 40 000 53 700 Cr

Capital (net profit) 53 700 0
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The capital account of Lois Chan would now appear as follows:

General ledger (extract) — T-format

Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2009/10 2009/10
Capital a/c
Julyl Balance 46 000

June 30 Profit and loss summary 53 700

General ledger (extract) — columnar format

Date Particulars Post Debit Credit Balance
ref $ $ $

2009/10

Capital a/c

July1 Balance 46 000 46 000 Cr

June 30 Profit and loss summary 53 700 99 700 Cr

Transferring drawings to the capital account

At the same time that net profit or loss is transferred to the owner’s equity capital
account, any drawings made by the owner are also transferred to the capital
account. This amount is transferred to the capital account because drawings made
by the owner reduce the amount of capital the owner has invested in the business.

Here are the general journal entry and ledger accounts required for transferring
drawings to the capital account at the end of the accounting period:

Lois Chan
General journal (extract)

Date Particulars Account Post Debit Credit

2010 no. ref $ $

June 30 Capital Dr 2000
Drawings Cr 2000

(Transfer entry)

The capital and drawings accounts of Lois Chan would now appear as follows:

General ledger (extract) — T-format

Dr Cr
Date Particulars Amount Date  Particulars Amount
$ $

2009/10 2009/10

Capital a/c
June 30 Drawings 2000 | Julyl Balance 46 000
June 30 Profit and loss summary

(net profit) 53 700

Drawings a/c

Sept 5 Bank 1500 | June 30 Capital 2000
Mar 9 Bank 500
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General ledger (extract) — columnar format

Date Particulars Post Debit Credit Balance
ref $ $ $

2009/10

Capital a/c

July 1 Balance 46 000 46 000 Cr

June 30  Profit and loss summary 53 700 99 700 Cr
Drawings 2000 97 700 Cr

Drawings a/c

Sept 5 Bank 1500 1500 Dr

March9 Bank 500 2 000 Dr

June 30  Capital 2000 0

Formal balancing of accounts

Formal balancing is only required where T-style ledger accounts are used.
Balancing occurs progressively in a three-column ledger account.

Rule: Only asset, liability and owner’s equity accounts in a T-style ledger are
formally balanced.

There are five steps to be carried out in the balancing of accounts:

Q‘J\ Step 1 Add both sides of the ledger account.
%OQ/ Step 2 Take the smaller value in step 1 from the larger value.
Step 3 Enter the result of step 2 on the smaller side and write ‘Balance c/d’
in the particulars column.
Step 4 Enter the total on both sides of the ledger account.
Step 5 On the larger side of the account (opposite to step 3) write ‘Balance b/d’ in
the particulars column and the value of the balance in the amount column.

EXAMPLE 1

The capital account shown below needs to be balanced on 30 June 2010 to ascertain the
value of the owner’s capital for inclusion in the balance sheet.

Lois Chan
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2009/10 2009/10
Capital a/c
I June 30  Drawings 2000 | July 1 Balance b/d 46 000
Steps 2 and 3% | ————>  Balance c/d 97 700
June 30 Profit and loss summary
’ (net profit) 53 700
Step 4 “8 >  $99 700 $99 700
' > July 1 Balance b/d 97 700
Step 5 “6
The balance (or value) of the owner’s capital account is $97 700. This is the amount

that would then be recorded in the financial reports.
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Review &

practice

e

a What is the difference between closing an account and balancing an account?
b What accounts are closed off at the end of an accounting period?

¢ How is an account closed?

d Why are closing entries necessary?

e

Prepare the necessary entries for the following accounts and show how
they would appear in the ledger after the closing entries had been posted.

List of accounts as at 30 June 2010

$
Sales 25000
Sales returns 2300
Service revenue 10100
Rent revenue 4000
Cost of goods sold 12600
Sales commission 3000
Delivery expenses 800

f Show how the following accounts would be closed off or balanced at the
end of the accounting period.

Bank
2010  Sales 30000| 2010 Wages 23000
DY Drawings 4 000
Capital
| 2009 Balance c/d 51000
Drawings
2010  Bank 4000 |

ses 2.2 to 2.8, pages 182-5

Financial reporting

Two general-purpose financial reports prepared from information contained in the
general ledger are the income statement and the balance sheet.

These two financial reports provide information for decision-making purposes
to interested users. Interested parties for sole trader enterprises would include the
owner, taxation department, customers and lending authorities. Access to the
financial information of a business is available to these interested parties through
financial reports — not through the ledger.

Income statement

Learning objective 4

The net profit or loss for the year is determined through the profit and loss
summary account. As this account is part of the general ledger, it is not available for
external parties to view. In order to fulfil the function of providing information for
interested parties to use in decision-making, a report that restates the information
in the profit and loss summary is prepared at the end of the accounting period. This
report is called an income statement.



£

Full classification
of financial reports
will be dealt with in
chapter 10.
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An income statement is a report that details all the expenses and revenues of a
business and calculates the resultant profit (loss) for the period.

In order to show clearly how revenue was earned and where expenses were
incurred, an income statement is generally classified (itemised into categories).
The classification and display of final reports are designed to enhance
understandability and comparability (between reporting periods and between like
enterprises), and to aid in the interpretation of the information.

EXAMPLE 2

Below is the profit and loss summary account prepared for Opie Windley, who operates

an interior design business.

Opie Windley
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2010 2010
Profit and loss summary a/c
June 30 Supplies expense 100 000 | June 30 Service fees 265 000
Advertising 25 000 Interest revenue 3 500
Rent expense 15 000 Commission revenue 1 500
Wages 25 000
Capital (net profit) 105 000
General ledger (extract) — columnar format
Date Particulars Debit Credit Balance
$ $ $
2010
Profit and loss summary a/c
June 30 Service fees 265 000 265000 Cr
Interest revenue 3500 268500 Cr
Commission revenue 1500 270000 Cr
Supplies expense 100 000 170 000 Cr
Advertising 25 000 145 000 Cr
Rent expense 15 000 130 000 Cr
Wages 25 000 105 000 Cr
Capital (net profit) 105 000 0

The same information would appear in an income statement as follows:

A B C
1 Opie Windley
2 Income statement
3 for the year ended 30 June 2010
4 Revenue
5 Service fees 265000
6 Interest revenue 3500
7 Commission revenue 1500 270000
8 Less Expenses
9 Supplies expense 100000
10 Advertising 25000
11 Rent expense 15000
12 Wages 25000 165000
13 NET PROFIT $105000

The income statement simply rearranges the figures from the profit and loss summary
account and classifies them into the broad categories of revenues and expenses. The
presentation of the income statement as illustrated above is known as the narrative style.
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Differences between the profit and loss summary account and the income
statement can be summarised as shown in [2.1].

[2.1]

Profit and loss summary account: Income statement:

is a report

is prepared outside the general ledger

is not part of the double-entry process

is available for use by external parties

contains information in the statement that can be
classified for enhanced understandability

e s prepared only at the end of the accounting period e is prepared at any time

is a ledger account

is prepared in the general ledger

is part of the double-entry process

is only available for internal use

contains information in the account that is not classified

Determining gross profit/loss

In the income statement for a trading firm, it is also desirable to determine whether
a gross profit (loss) has been made, because the buying and selling of goods is the
firm’s principal operation. If the gross profit figure is small, the owner may need to
make decisions such as whether to:

e increase the selling price of goods

e increase the quantity of sales by spending more on advertising

e reduce the expenses associated with buying inventories and getting them ready

for sale.
Net sales equals The gross profit figure must be at a sufficiently high level to enable other
sales less sales expenses to be paid while still providing the owner with an acceptable return on
returns. the capital invested (net profit).
Rule: Gross profit = Net sales — Cost of goods sold
;\7 Gross profit occurs when net sales revenue is greater than the cost of the goods sold.
Gross loss occurs when the cost of the goods sold is greater than the net sales
revenue.

EXAMPLE 3

Below is the profit and loss summary account prepared for Lois Chan.

Lois Chan
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2010 2010
Profit and loss summary a/c
June 30 Cost of goods sold 183 000 | June 30 Sales 315 000
Sales returns 16 000 Interest revenue 3 500
Advertising 15 000 Commission revenue 1200
Rent expense 12 000
Wages 40 000

Capital (net profit) 53 700
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Lois Chan
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $

2010

Profit and loss summary a/c

June 30 Sales 315000 315000 Cr
Interest revenue 3500 318500 Cr
Commission revenue 1200 319700 Cr
Cost of goods sold 183 000 136 700 Cr
Sales returns 16 000 120 700 Cr
Advertising 15 000 105 700 Cr
Rent expense 12 000 93 700 Cr
Wages 40 000 53 700 Cr
Capital (net profit) 53 700 0

The same information above (showing gross profit) would appear as follows:

Lois Chan
Income statement
for the year ended 30 June 2010

$ $
Sales 315 000
Less Sales returns 16 000 299 000
Less Cost of goods sold 183 000
GROSS PROFIT 116 000
Add Other revenue
Interest revenue 3 500
Commission revenue 1200 4 700

120 700

Less Other expenses
Advertising 15 000
Rent expense 12 000
Wages 40 000 67 000
NET PROFIT $53 700

The sales figure less any sales returns (net sales) always appears first in the income
statement because it is the main source of operating revenue for a trading enterprise.

Review & . "3

practice

a What is the difference between a profit and loss summary account and
an income statement?

b Who would use the information contained in an income statement?

¢ How would the information in an income statement be used by interested
parties?

d Show how the following information would appear in an income statement. —5



BELL) CHAPTER 2: FINANCIAL REPORTS

L Giles
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2010 2010
Profit and loss summary a/c
June 30 Cost of goods sold 98 000 Sales 210 000
Sales returns 5 000 Interest revenue 5 600
Rent expense 900
Electricity 2100
Vehicle repairs 5200
Capital (net profit) 104 400
$215 600 $215 600
Lois Chan
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2010
Profit and loss summary a/c
June 30 Sales 210000 210 000 Cr
Interest revenue 5600 215600 Cr
Cost of goods sold 98 000 117 600 Cr
Sales return 5 000 112 600 Cr
Rent expense 900 111 700 Cr
Electricity 2100 109 600 Cr
Vehicle repairs 5200 104 400 Cr
Capital (net profit) 104 400 0

Balance sheet

ses 2.9 to 2.18, pages 185-7

Learning objective 5

As well as preparing an income statement that outlines the revenues and expenses
of a business, a further report is prepared from the ledger that details the balances
of all asset, liability and owner’s equity accounts. This report is called a balance
sheet. It is prepared after the income statement because the net profit (loss) figure
calculated from the income statement is incorporated into the owner’s equity
section of the balance sheet.

A balance sheet is a financial report that shows the balances of all asset, liability
and owner’s equity accounts at a particular point in time.

A balance sheet can be prepared either directly from the asset, liability and
owner’s equity accounts that have been balanced in the ledger, or from a trial
balance. A balance sheet is generally classified in order to better convey
information to interested parties and to assist in the analysis of figures. In this
chapter, simple classification of accounts into asset, liability or owner’s equity will
be sufficient for the balance sheet. The full classification of final reports will be
dealt with in chapter 10. Assets are listed in order of liquidity — that is, those assets
most easily converted into cash are listed first.



The entries in the
bank account
represent a summary
of the cash received
and paid.

The accounts
receivable and
accounts payable
accounts are used to
replace the individual
names of debtors and
creditors in the
general ledger. They
provide a summary of
all the transactions
affecting accounts
receivable and
payable and their
balances at the
beginning and end of
the period.

EXAMPLE 4

Determining profit/loss @

Consider the following extract from the ledger of Lois Chan.

Lois Chan
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2009/10 2009/10
Assets
Bank a/c
July 1 Balance b/d 45 000 DY Payments 265 000
DY Receipts 240 000 June 30 Balance c/d 20 000
$285 000 $285 000
Inventory control a/c
July 1 Balance b/d 26 000 DY Cost of goods sold 35 000
DY Accounts payable 23 400 June 30 Balance c/d 14 400
$49 400 $49 400
Accounts receivable a/c
July 1 Balance b/d 23 500 DY Bank 89 600
DY Sales 76 500 June 30 Balance c/d 18 050
GST clearing 7 650
$107 650 $107 650
Furniture a/c
July 1 Balance b/d 9 600 June 30 Balance c/d 17 900
DY Bank 8 300
$17 900 $17 900
Land and buildings a/c
July 1 Balance b/d 140 000 June 30 Balance c/d 140 000
$140 000 $140 000
Liabilities
Accounts payable a/c
DY Bank 48 000 July 1 Balance b/d 34 600
June 30 Balance c/d 12 600 DY Inventories 23 400
GST clearing 2 600
$60 600 $60 600
GST clearing a/c
DY Accounts payable 2 600 DY Accounts receivable 7 650
June 30 Balance c/d 5 050
$7 650 $7 650
Mortgage on land and buildings a/c
June 30 Balance c/d 95 000 July 1 Balance b/d 95 000

$95 000

$95 000
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Capital a/c
June 30 Drawings 2 000 July 1 Balance b/d 46 000
Balance c/d 97 700
June 30 Profit and loss
summary 53 700
$99 700 $99 700
Drawings a/c
DY Bank ___ 2000 June 30 Capital ___ 2000
$2 000 $2 000
Lois Chan
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2009/10
Assets
Bank a/c
July 1 Balance 45 000 Dr
DY Receipts 240 000 285 000 Dr
Payments 265 000 20 000 Dr
Inventory control a/c
July 1 Balance 26 000 Dr
DY Accounts payable 23 400 49 400 Dr
Cost of goods sold 35000 14 400 Dr
Accounts receivable a/c
July 1 Balance 23 500 Dr
DY Sales 76 500 100 000 Dr
GST clearing 7 650 107 650 Dr
Bank 89 600 18 050 Dr
Furniture a/c
July 1 Balance 9 600 Dr
DY Bank 8 300 17 900 Dr
Land and buildings a/c
July 1 Balance 140 000 Dr
Liabilities
Accounts payable a/c
July 1 Balance 34 600 Cr
DY Inventories 23400 58 000 Cr
GST clearing 2600 60600 Cr
Bank 48 000 12 600 Cr
GST clearing a/c
DY Accounts receivable 7 650 7 650 Cr
Accounts payable 2 600 5 050 Cr
Mortgage on land and buildings a/c
July 1 Balance 95 000 Cr
Capital a/c
July 1 Balance 46 000 Cr
June 30 Profit and loss summary 53700 99 700 Cr
Drawings 2 000 97 700 Cr
Drawings a/c
DY Bank 2 000 2 000 Dr

June 30 Capital 2 000 0




Net assets equals
assets less liabilities.

Determining profit/loss @ .

This information would appear in the balance sheet as follows:

A B C D
1 Lois Chan
2 Balance sheet
3 as at 30 June 2010
4
5 Assets
6 Bank 20000
7 Inventory control 14400
8 Accounts receivable control 18050
9 Furniture 17900
10 Land and buildings 140000 210350
11 Less Liabilities
12 Accounts payable control 12600
13 GST clearing 5050
14 Mortgage on land and buildings 95000 112650
15 NET ASSETS $97700
16 Represented by
17 Owner’s equity
18 Capital 46000
19 Add Net profit 53700 99700
20 Less Drawings 2000 $97700

The balance sheet is a detailed version of the accounting equation
(A - L = Oe). As a sole trader receives all profits or incurs all losses, the link
between the income statement and the balance sheet is therefore owner’s equity.
Note that all the accounts in the statement are represented by the final balance
in the account, with the exception of the capital account. All changes to the
capital accounts are detailed in the balance sheet to clearly show the link
between the income statement and balance sheet and to enable a better analysis
of the resulting change in owner’s equity. As with the income statement, full
classification of the balance sheet will be examined in chapter 10.

The third main report that is generally prepared is the cash flow statement.
This will be dealt with in chapter 11.
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Review & . 4

practice

What is a balance sheet?
How is the balance sheet prepared?
Who would use the information contained in a balance sheet?

The following have been extracted from the ledger of K Fehlberg as at
30 June 2010. How would the information appear in a balance sheet?

2 0 T o0

Accounts Debit  Credit
$ $

Inventories 40000

Accounts receivable 69000

Office equipment 18000

Shopfittings 10000

Premises 8000

GST clearing 9500

Mortgage on premises 4600

Capital 90000

Drawings 9100

The net profit for the period amounted to $50 000.
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Already know ¢ Revenues are earnings from the sale of goods or
services to customers

e Expenses are costs incurred in the course of
providing goods or services to customers

e Profit/loss is determined by matching the revenues
earned against the expenses incurred in a given
period of time

e A fundamental objective of accounting information is
to provide information to interested parties for
decision-making purposes

Need to know e An understanding of accrual accounting
e \Why balance-day adjustments are necessary

® Preparation of balance-day adjustment entries and
their impact on financial reports

Using this * Helps to evaluate the performance of a business through

knowledge providing information that relates to a given period of
time. The use of the accrual accounting method
enables a better matching of revenues and expenses
and therefore presents a more accurate picture of
how the business has performed

e Provides information for decision-making. The
availability of profit/loss figures on a regular basis
enables managers/owners to make decisions about
the future direction of the enterprise
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ACCOUNTING VOCABULARY

Accrual accounting Prepaid expenses
Accrued expenses Realised revenues
Accrued revenues Recognised revenues
Balance-day adjustments Reversing entries
Cash accounting Unearned revenues

Learning objectives

After completing this section, you should be able to:
1 explain the need for accrual accounting

2 explain and prepare balance-day adjustments

3 prepare appropriate reversing entries.
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Cash accounting versus accrual accounting

Learning objective 1

See page 137 for
more on the
matching principle.

L7

In contrast, cash
accounting would
result in the $500
revenue item not
being included in the
income statement
because cash had not
actually been
received.

There are two common methods of accounting:
* cash accounting
e accrual accounting.

Cash accounting is a method of accounting in which the effects of transactions
involving revenues and expenses are recorded when the cash is received or paid.
This means that when credit sales and purchases occur, they are not recorded in a
business’s records until the cash has actually been received or paid.

In addition, cash accounting does not adhere to the matching principle, which
requires that revenues and expenses that belong to the same accounting period be
matched. In an attempt to comply with the matching principle and Australian
Taxation Office requirements, many businesses adopt the slightly more complex,
but more effective, system of accounting known as accrual accounting.

Accrual accounting recognises transactions and events when revenues are earned
and expenses are incurred.

Using accrual accounting, a business is due to receive investment interest of
$500. The business will still include the $500 as a revenue item. Although the
revenue has not actually been received in cash, it has been earned as at 30 June
2009. The inclusion of the interest in the income statement will therefore
accurately reflect revenue for the accounting period. This is an application of the
matching principle.

Accrual accounting also requires an understanding of the terms ‘recognising
revenue’ and ‘realising revenue’. Recognising revenue means that, although cash
may not have been received, the business’s records ‘recognise’ the fact that the
revenue has been earned. However, this revenue is not actually ‘realised’ until the
cash is received. This is shown in the following ledger accounts. For a trading
enterprise, revenue is recognised (recorded) when goods are delivered. For a
service business, revenue is recognised when the service has been performed.

EXAMPLE 5

G Newton

General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount

$ $

2010 2010

Accounts receivable — M Brahms
June 23 Sales 3000 |Juy 4 Bank 3000

Revenue is recognised Revenue is realised

G Newton
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2010
Accounts receivable — M Brahms
June 23 Sales 3 000 3 000 Dr
July 4 Bank 4 3 000 0

I 1

Revenue is recognised Revenue is realised
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Balance-day adjustments

Learning objective 2  In order to carry out the matching principle, adjustments may be needed to some
accounts because transactions do not always fit neatly into the accounting period.
Adjustment entries in the financial records facilitate a better matching of revenue
and expenses and therefore ensure a more accurate profit figure for the accounting
period in question. This is essential because these final reports will be used by
interested parties as a basis for future decisions about the business. By making the
adjustments, the final reports are a better reflection of what has occurred in the
accounting period, thereby ensuring greater relevance and reliability of the
financial information.

As the name implies, balance-day adjustments are carried out at balance day
before the preparation of the profit and loss summary account, income statement
and balance sheet. Balance day is usually the end of the financial year, 30 June.

Balance-day adjustments are general journal entries made as at balance day in
- order to compare (match) the revenues and expenses accurately so that the profit
éé/ (loss) can be determined.

There are four balance-day adjustments to be dealt with at this time:
1 prepaid expenses
2 accrued expenses
3 unearned revenues
4 accrued revenues.

Each of these will be explained and examples provided.

Review & . ’5
practice , <)

a What are balance-day adjustments?
b When are balance-day adjustments necessary?
¢ Why is the accrual accounting method used?

Prepaid expenses

;‘\;7; Prepaid expenses are the portion of an expense that has been paid by a business in
one accounting period but will be incurred (used up] in a future accounting period.

Some common types of business expenses paid in advance (prepaid) are:
* insurance

° registration

° trade membership

e subscriptions.

These expenses are rarely paid on 1 July for the full current financial year.
Therefore, adjustments are necessary for the purpose of calculating an accurate
profit or loss.

Assume that on 1 January 2010, S Holmes paid $600 for a 12-month insurance
policy. The insurance account in the ledger appears as:
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S Holmes
General ledger (extract) - T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2010 2010
Insurance a/c
Jan 1 Bank 600
S Holmes
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2010
Insurance a/c
Jan 1 Bank 600 600 Dr

The insurance has been paid for 12 months from 1 January 2010 until
31 December 2010. It is assumed that the accounting period ends on 30 June 2010
and balance day is therefore 30 June 2010. Any insurance paid after that date has
been prepaid and relates to the next accounting period. On 30 June 2010, prepaid
insurance therefore amounts to $300. The prepaid value of $300 is for the six
months from 1 July to 31 December 2010.

The insurance account needs to be adjusted to show that, of the $600 recorded
in the account as an expense, $300 belongs to the next accounting period and is
therefore a prepaid expense. A general journal entry is necessary to effect this entry.

General journal (extract)

Date Particulars Account Post Debit Credit

2010 no. ref $ $

June 30 Prepaid expenses Dr 300
Insurance Cr 300

(Balance-day adjustment)

This entry has a twofold effect:

* Theinsurance account has been decreased by $300 because only $300 has been
incurred in the current accounting period.

* Anew and temporary asset account called ‘prepaid expenses’ has been created
to reflect the $300 paid in advance.

Rule: A prepaid expense is an asset.

If the business ceased to exist on balance day, then the amount of insurance
paid in advance would be reclaimed (refunded by the insurance company).
Therefore, we consider prepaid expenses to be an asset.

The posted general journal entry is highlighted in the following ledger
accounts. The ledger accounts are closed off to the profit and loss summary
account or balanced (if a T-ledger account) prior to the preparation of the income
statement and balance sheet. The following illustrates the complete process as at
30 June 2010.
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S Holmes
General ledger (extract) - T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2010 2010
Insurance a/c
Jan 1 Bank 600 | June 30 Prepaid expenses 300
Profit and loss summary 300
$600 $600
Prepaid expenses a/c
June 30 Insurance 300 | June 30 Balance c/d 300
$300 $300
Jul 1 Balanceb/d 300
S Holmes
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2010
Insurance a/c
Jan 1 Bank 600 600 Dr
June 30 Prepaid expenses 300 300 Dr
Profit and loss summary 300 0 Dr
Prepaid expenses a/c
June 30 Insurance 300 300 Dr

The income statement would show insurance expense of $300 for the period. The
asset account, prepaid expenses, would show a balance of $300 in the balance
sheet to reflect the insurance paid in advance.

6

practice

Prepare general journal entries for each of the following balance-day adjustments:

a %200 subscription paid in advance

b $2 600 registration of vehicles prepaid for the next accounting period
¢ $1 200 insurance expense has been paid, of which $900 has been paid

in advance.

apcises 2.26 to 2.32, pages 188-9
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Accrued expenses

Another reason for a balance-day adjustment is when an expense has been
incurred but has not been paid on or before the balance day. These adjustments are
known as accrued expenses. The word ‘accrued’ means ‘owing’.

. Accrued expenses are costs incurred by a business in the current accounting
period that have not yet been paid.

R

Wages are a typical example of a business expense that may be owing on
balance day. This is because balance day and pay day will not always be the same.
Employees are not generally paid in advance, so wages are owed by the business to
them.

Assume that during the 2009/2010 financial year, S Holmes had paid $25 000
wages to employees. On 30 June, S Holmes still owed $500 wages to employees for
work already performed. Prior to adjustments, the wages account appears as

follows:
S Holmes
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2009/10 2009/10
Wages a/c
DY Bank 25000
S Holmes
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2009/10
Wages a/c
DY Bank 25000 25000 Dr

According to the principles of accrual accounting, the expense of $500 for
wages owing must be included in the profit calculation even though it has not been
paid. The wages account needs to be adjusted to show that the total expense
incurred for wages in the 2009/2010 financial year was $25 500. A general journal
entry is necessary to effect this adjustment.

General journal (extract)

Date Particulars Account Post Debit Credit
2010 no. ref $ $
June 30 Wages Dr 500

Accrued expenses Cr 500

(Balance-day adjustment)

This entry has a twofold effect:

* The wages account has been increased by $500 because this amount has been
incurred in the current accounting period for wages.

°* A new and temporary liability account called ‘accrued expenses’ has been
created to reflect the $500 that is still owing by the business.
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(Rule: An accrued expense is a liability.

)

The posted general journal entry is highlighted below. The ledger accounts are
closed off or balanced prior to the preparation of the income statement and

balance sheet.

S Holmes
General ledger (extract) - T-format
Dr Cr
Date Particulars Amount Date  Particulars Amount
$ $
2010 2010
Wages a/c
June 30 Bank 25000 | June 30 Profit and loss summary 25500
Accrued expenses 500
$25 500 $25 500
Accrued expenses a/c
June 30 Balance c/d 500 | June 30 Wages 500
$500 $500
July 1 Balance b/d 500
S Holmes
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2010
Wages a/c
June 30 Bank 25000 25000 Dr
Accrued expenses 500 25 500 Dr
Profit and loss summary 25500 0
Accrued expenses a/c
June 30 Wages 500 500 Cr

The income statement would now show wages expense of $25 500 for the
period. The liability account, accrued expenses, would show a balance of $500 in
the balance sheet to reflect the wages still owing.

V/

practice

Prepare general journal entries for each of the following balance-day adjustments:
a $6 230 sales commission owing for June
b $10 000 advertising expense has been incurred but not yet paid

¢ $1 200 interest on loan is owing.

» Exercise 2.33, page 189
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Ler

Unearned revenues

Enterprises can receive revenue before earning this revenue. When this happens,
itis called unearned revenue.

Unearned revenue is income that has been received by a business and recorded in
the current accounting period. Unearned revenues are revenues received in
advance and will not be earned until a future accounting period.

Assume that on 1 May 2010, rent revenue of $1 200 was received for three
months from a tenant of S Holmes. The rent account in the ledger appears as
follows:

S Holmes
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2010 2010
Rent revenue a/c
| May1 Bank 1200
S Holmes
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2010
Rent revenue a/c
May 1 Bank 1200 1200 Cr

The rent has been received for three months from 1 May 2010 until 31 July 2010.
If it is assumed that the accounting period ends on 30 June 2010 and balance day is
therefore 30 June 2010, any rent received for the period after this date has not been
earned in the current financial year. This amount relates to the next accounting
period.

The rent account needs to be adjusted to show that, of the $1 200 recorded in
the account as a revenue, $400 belongs to the next accounting period. Only two out
of the three months’ rent received belongs in the current financial year. Therefore,
one-third of $1200 is unearned revenue. A general journal entry is necessary to
effect this adjustment.

General journal (extract)

Date Particulars Account Post Debit Credit

2010 no. ref $ $

June 30 Rent revenue Dr 400
Unearned revenue Cr 400

(Balance-day adjustment)

This entry has a twofold effect:

* The rent account has been decreased by $400 because only $800 has been
earned in the current accounting period.

* A new and temporary liability account called ‘unearned revenues’ has been
created to reflect the $400 that has been received but not yet earned.
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(Rule: An unearned revenue is a liability. )

The posted general journal entry is highlighted below. The ledger accounts are
closed off or balanced prior to the preparation of the income statement and
balance sheet.

S Holmes
General ledger (extract) — T-format

Dr Cr
Date Particulars Amount Date  Particulars Amount
$ $

2010 2010

Rent revenue a/c
June 30 Unearned revenue 400 | May 1 Bank 1200
Profit and loss summary 800

$1200 $1200

Unearned revenues a/c

June 30 Balance c/d 400 | June 30 Rent revenue 400
$400 $400
July 1 Balance b/d 400
S Holmes
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2010
Rent revenue a/c
May 1 Bank 1200 1200 Cr
June 30 Unearned revenue 400 800 Cr
Profit and loss summary 800 0
Unearned revenue a/c
June 30 Rent revenue 400 400 Cr

The income statement would now show rent revenue of $800 for the period. The
liability account, unearned revenues, would show a balance of $400 in the balance
sheet to reflect the rent revenue received in advance. Unearned revenues are
classified as a liability. If the business ceased to exist after 30 June 2010, then it would

have to refund this portion of the rent.

Review & . 8

practice

Prepare general journal entries for each of the following balance-day adjustments:
a $500 commission revenue has been received in advance

b $600 rent is paid one month in advance

¢ $12 000 service revenue has been received in advance for work to be

completed in July and August.

B > Exercise 2.34, page 189
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L7

Accrued revenues

The word ‘accrued’ means ‘owing’. In relation to this balance-day adjustment,
accrued revenues refers to amounts of revenue owing to the business that are still
outstanding on balance day. These amounts must be recognised in the current
period because they have been earned although they are still to be received in cash.

Accrued revenues are revenues that have been earned in the current financial
period but not yet received.

Assume that during the 2009/2010 financial year, S. Holmes received $1 800
interest revenue on an investment. The interest revenue account in the ledger
appears as follows:

S Holmes
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2009/10 2009/10
Interest revenue a/c
| DY  Bank 1800
S Holmes
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2009/10
Interest revenue a/c
DY Bank 1 800 1 800 Cr

If it is assumed that the accounting period ends on 30 June 2010 and balance
day is therefore 30 June 2010, the $200 interest not yet received should be included
in the current accounting period.

The interest revenue account needs to be adjusted to show that an additional
$200 in interest had been earned in the 2009/2010 accounting period. A general
journal entry is necessary to effect this adjustment.

General journal (extract)

Date Particulars Account Post Debit Credit
2010 no. ref $ $
June 30 Accrued revenues Dr 200

Interest revenue Cr 200

(Balance-day adjustment)

This entry has a twofold effect:

e The interest revenue account has been increased by $200.

* Anew and temporary asset account called ‘accrued revenues’ has been created
to reflect the $200 owing to the business.
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Rule: An accrued revenue is an asset.

The posted general journal entry is highlighted below. The ledger accounts are
closed off or balanced prior to the preparation of the income statement and
balance sheet.

S Holmes
General ledger (extract) — T-format

Dr Cr
Date Particulars Amount Date Particulars Amount
$ $

2009/10 2009/10

Interest revenue a/c
June 30 Profit and loss summary 2000 | DY Bank 1800
June 30 Accrued revenues 200
$2 000 $2 000

Accrued revenues a/c

June 30 Interest revenue 200 | June 30 Balance c/d 200
$200 $200
July 1 Balance b/d 200
S Holmes
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2009/10
Interest revenue a/c
DY Bank 1 800 1 800 Cr
June 30 Accrued revenues 200 2000 Cr
Profit and loss summary 2000 0

Accrued revenues a/c
June 30 Interest revenue 200 200 Dr

The income statement would show interest revenue of $2 000 for the period.
The asset account, accrued revenues, would show a balance of $200 in the balance
sheet to reflect the interest still owing to the business.
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Table [2.2] provides a summary of balance-day adjustments.

[2.2]

Type of adjustment Explanation General journal entry

Prepaid expenses Expenses Prepaid expense a/c Dr
paid in advance Expense a/c Cr

Accrued expenses Expenses Expense a/c Dr
owing Accrued expenses a/c  Cr

Unearned revenues Revenues Revenue a/c Dr
received in advance Unearned revenues a/c Cr

Accrued revenues Revenues Accrued revenues a/c Dr
owing Revenue a/c Cr

Review & . 9
practice

Prepare general journal entries for each of the following balance-day adjustments:
a $350 commission revenue is owing

b a tenant is $600 behind on their rent

¢ $200 interest revenue has been earned but not yet received.

B €s 2.35 to 2.37, pages 189-91

Preparation of end-of-period reports

Two methods of recording balance-day adjustments and producing financial

reports are available:

e trial balance approach - prepares the end-of-period reports from an
unadjusted trial balance

* worksheet approach — uses a worksheet to show the same process.

Both methods assume that the general journal entries have been completed and
that the general ledger will be updated with the balance-day adjustments.

Trial balance approach

For the balance-day adjustments to have the desired impact on the final reports,
some adjustments need to be made to the trial balance before the figures are
recorded in the income statement and balance sheet. All balance-day adjustments
involve two accounts, to reflect the changes that would be made in the general
ledger:

° arevenue or expense account

* an asset or liability account.

It is suggested that the figure of the expense or revenue account affected be
adjusted in pencil in the trial balance, and the asset or liability account created be
written below the trial balance to ensure that it appears in the balance sheet.



These general journal
entries can be used
to assist with
understanding what
adjustments are
required in the trial
balance approach.

Accrual accounting @CE)

EXAMPLE 6

J Oswald made balance-day adjustments to take into account the following:
* prepaid advertising expense $150

e commission received in advance $60

e rates incurred but not paid $140

* interest on investment owing $200.

These adjustments have been entered in the general journal as follows:

General journal (extract)

Date Particulars Post Debit Credit
2010 ref $ $
June 30 Prepaid expenses Dr 150
Advertising expense Cr 150
(Balance-day adjustment)
Commission revenue Dr 60
Unearned revenues Cr 60
(Balance-day adjustment)
Rates Dr 140
Accrued expenses Cr 140
(Balance-day adjustment)
Accrued revenue Dr 200
Interest revenues Cr 200

(Balance-day adjustment)

The first entry in example 6 states that a debit in the prepaid expenses account
is required (asset increasing). As no prepaid expense account appears in the list of
trial balance accounts, an additional account needs to be created to effect this
adjustment. The advertising expense account is to be credited. As the advertising
account is an expense (debit nature), a credit entry would have the effect of
decreasing the amount of advertising. Therefore, the amount of $150 is subtracted
from the trial balance figure of $538.

The commission revenue account is to be debited by the adjustment amount.
As commission is a revenue account (credit nature) a debit entry would have the
effect of decreasing the account. Therefore, the amount of $60 is subtracted from
the trial balance figure of $2 000. An unearned revenue account would need to be
added to the list accounts and an amount of $60 placed on the credit side (liability
increasing).

Rates is an expense account (debit nature), so the effect of the $140 debit
adjustment is to increase the amount shown in the trial balance. As no accrued
expenses account appears in the list, an account called ‘accrued expenses’ needs to
be added and the amount of $140 shown in the credit column (liability increasing).

An accrued revenues account also needs to be created and added to the list
with an amount of $200 in the debit column (asset increasing). Interest is a revenue
account (credit nature), so a credit entry would have the effect of increasing the
amount already shown. Interest revenue is increased by the $200 adjustment
figure.

These adjustments are shown on the trial balance figures as follows:
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A B
1 J Oswald
2 Trial balance as at 30 June 2010
3
4 Account Debit Credit
5 $ $
6 Sales 270000
7 Sales returns 560
8 Rent revenue 300
9 Commission revenue 1940 2666
10 Interest revenue 800 —666
11 Cost of goods sold 113900
12 Delivery vehicle expenses 250
13 Advertising expense 388 =588~
14 Rates 762 622~
15 Interest expense 420
16 Wages 23000
17 | Bank 14500
18 Accounts receivable 12300
19 Inventory control 14800
20 Furniture 2300
21 Delivery vehicle 26000
22 Building 250000
23 Accounts payable 14500
24 Bank loan 11000
25 Capital 161790
26 Drawings 1000
27 $460190 $460190
28 Additional accounts
29
30 Unearned revenues 60
31 Accrued revenues 200
32 Prepaid expenses 150
33 Accrued expenses 140

Worksheet approach

A worksheet is a tool used to assist in the preparation of financial reports. It is not

part of the accounting process, nor is it absolutely necessary to prepare one. An

example of a worksheet has been included as a device to assist in the preparation
of end-of-period reports.
There are advantages in using a worksheet to prepare financial reports:

e All information required for the preparation of financial reports is in one
document.

*  Checking for errors can occur on the worksheet before entries are made in the
ledger.

e Preparation of the income statement and balance sheet can be carried out at
the same time by different staff members, providing both people have a copy of
the worksheet.

A typical worksheet is shown below:

A B | C D E F G H J K
1 NAME OF BUSINESS
2 Worksheet for the year ended 30 June 2010
3 \ \
4 Unadjusted Balance-day Adjusted trial Income Balance
5 trial balance’ adjustments? balance® statement* sheet®
6
7 Debit | Credit | Debit | Credit | Debit | Credit | Debit | Credit | Debit | Credit
8 List of accounts from the
9 ledger prior to balance-day
1 adjustments
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Notes to the worksheet

1

2

the

The unadjusted trial balance is prepared prior to the balance-day adjustments.
Amounts of balance-day adjustments to existing accounts affected are entered
from the general journal according to the posting instructions of debit or credit.
Additional revenue expense accounts and balance-day adjustment accounts
are created and entered as required.

This shows the adjusted trial balance amounts after balance-day adjustments
have been recorded. These columns should be totalled to ensure that the
double-entry process has been carried out.

All revenue and expense amounts from the adjusted trial balance column are
entered in the appropriate debit or credit column of the income statement
column.

All assets, liabilities and owner’s equity amounts from the adjusted trial balance
column are entered in the appropriate debit or credit columns of the balance
sheet column.

The effects of balance-day adjustments on the amounts in the worksheet are
same as for the trial balance approach demonstrated in example 6.

EXAMPLE 7

Worksheet approach
Assume that J Oswald makes the following balance-day adjustments using the worksheet
approach:
e prepaid advertising expense $150 e rates incurred but not paid $140
e commission received in advance $60 * interest on investment owing $200.
A B C D E F G H [ J K
1 J OSWALD
2 Worksheet for the year ended 30 June 2010
3 \ \
4 Unadjusted Balance-day Adjusted trial Income Balance
5 trial balance adjustments balance statement sheet
6
7 Debit | Credit | Debit | Credit | Debit | Credit | Debit | Credit | Debit | Credit
8 Sales 270000 270000 270000
9 Sales returns 560 560 560
10 Rent revenue 300 300 300
11 Commission revenue 2000 60 1940 1940
12 Interest revenue 600 200 800 800
13 Cost of goods sold 113900 113900 113900
14 Delivery vehicle expenses 250 250 250
15 Advertising expense 538 150 388 388
16 Rates 622 140 762 762
17 Interest expense 420 420 420
18 Wages 23000 23000 23000
19 Bank 14500 14500 14500
20 Accounts receivable 12300 12300 12300
21 Inventories 14800 14800 14800
22 Furniture 2300 2300 2300
23 Delivery vehicle 26000 26000 26000
24 Building 250000 250000 250000
25 Accounts payable 14500 14500 14500
26 Bank loan 11000 11000 11000
27 Capital 161790 161790 161790
28 Drawings 1000 1000 1000
29 Accrued expenses’ 140 140 140
30 Prepaid expenses'’ 150 150 150
31 Unearned revenues'’ 60 60 60
32 Accrued revenues' 200 200 200
33 Net profit (loss)? 1337602 1337602
34 460190 | 460190 550 550 460530 460530 302780 | 302780 321250 321250
35
36 Verification 0 0 0 0 0
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Notes to the worksheet

All columns should be ' If a general journal entry creates a new account (such as a balance-day adjustment
totalled to ensure account or a new expense or revenue account), this is shown at the end of the work-
sheet.

double entry has

. 2 The calculation of a net profit (loss) figure in the income statement column is
been carried out.

achieved by totalling both debit and credit columns and subtracting the smaller total
from the larger total.

If the credit side is greater than the debit side, a net profit has been made.
This figure is recorded in the debit side of the income statement column and the
credit side of the balance sheet column to reflect the general journal entry to transfer
net profit to the capital account:

Profit and loss summary Dr
Capital Cr

If the debit side (expenses) is greater than the credit side (revenues), a net
loss has been made. This figure is recorded in the credit side of the income state-
ment column and the debit side of the balance sheet column to reflect the general
journal entry to transfer net loss to the capital account:

Capital Dr
Profit and loss summary Cr

¢ Verification is a check to ensure that each debit column equals its corresponding
credit column.

Review &

practice

The following list of balances has been extracted from the books of C Schultz
on 30 June 2010. You are required to prepare:

a relevant general journal entries c income statement
b profit and loss summary account d balance sheet.

Account Debit Credit
$ $

Sales 49 360

Returns inwards 3219

Cost of goods sold 28 690

Wages 6 480

Insurance 300

Inventories control 14 500

Rent expense 400

Cartage outwards 355

Electricity 150

Telephone 240

Advertising 130

Rent revenue 500

Capital 18 120

Land 39 425

Drawings 380

Accounts receivable 3904

Accounts payable 2 533

Mortgage 23 200

Bank 2 360

GST clearing 2100

$98 173 $98 173
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Balance-day adjustments as at 30 June 2010:

prepaid telephone expense $100
rent revenue received in advance $150
electricity prepaid $80.

es 2.38 to 2.41, pages 191-4

Reversing entries

To complete the accrual accounting end-of-period process, reversing entries are
required in the new accounting period.

Learning objective 3

After preparing final reports, and on the first day of the next accounting period,

reversing entries are required to:

reverse the balance-day adjustment entries prepared on balance day so that
revenue and expense accounts are returned to their pre-adjusted state

close the temporary asset or liability accounts that were created on balance day
to adjust the revenue and expense accounts for accrual accounting purposes.

If the adjustment was originally prepaid or unearned, the reversing entry

transfers the adjusted amount back into the expense or revenue account.

If the adjustment was accrued (owing), the reversing entry will effectively

cancel the expense or revenue when it is paid or received. This ensures that such a
receipt or payment is not recorded in the new financial period’s reports.

1
2
3
a

There are four balance-day adjustments that require reversing entries:
prepaid expenses

accrued expenses

accrued revenues

unearned revenues.

The complete accounting process now appears as shown in [2.3] and is
demonstrated in example 8.

Transactions

[2.3]

Ledger

Source

document Trial

balance

Finish

Profit & loss
summary
alc

Reversing
entries

Final
reports
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EXAMPLE 8

The balance-day adjustments for Lily Shaw were as follows:

General journal (extract)

Date Particulars Account Post Debit
2010 no. ref $
Jun 30 Prepaid expenses Dr 300
Insurance Cr
(Balance-day adjustments)
Wages Dr 500
Accrued expenses Cr
(Balance-day adjustments)
Accrued revenues Dr 200
Interest revenue Cr
(Balance-day adjustments)
Rent Dr 400
Unearned revenues Cr

(Balance-day adjustment)

The necessary reversing entries for L Shaw are as follows:

July 1 Insurance Dr 300
Prepaid expenses Cr
(Reversing entry)
Accrued expenses Dr 500
Wages Cr
(Reversing entry)
Interest revenue Dr 200
Accrued revenues Cr
(Reversing entry)
Unearned revenues Dr 400
Rent Cr

(Reversing entry)

Credit

$

300

500

200

400

300

500

200

400

The general ledger accounts of L Shaw after the reversing entries have been posted

would appear as follows:

L Shaw
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2010 2010
Revenues
Interest revenue a/c
Jun 30 Profit and loss summary 2 000 | Jun 30 Bank 1 800
Accrued revenues 200
$2 000 $2 000
July 1 Accrued revenues 200
Rent revenue a/c
Jun 30 Unearned revenues 400 | May 1 Bank 1200
Profit and loss summary___ 800
$1 200 $1 200
July 1 Unearned revenues 400
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Expenses
Wages a/c
Mar 1 Bank 25000 | Jun 30 Profit and loss summary 25 500
Jun 30 Accrued expenses 500
$25 500 $25 500
July 1 Accrued expenses 500

Insurance a/c

Mar 1 Bank

July 1 Prepaid expenses

Assets

600 | Jun 30 Prepaid expenses 300

Profit and loss summary 300
$600 $600
300

Prepaid expenses a/c

Jun 30 Insurance

July 1 Balance b/d

300 | Jun 30 Balance c/d 300
$300 $300
300 | July 1 Insurance 300

Accrued revenues a/c

Jun 30 Interest revenue

July 1 Balance b/d

Liabilities

200 | Jun 30 Balance c/d 200
$200 $200
200 | July 1 Interest revenue 200

Accrued expenses a/c

Jun 30 Balance c/d

July 1 Wages

500 | Jun 30 Wages 500
$500 $500
500 | July 1 Balance b/d 500

Unearned revenues a/c

Jun 30 Balance c/d

July 1 Rent

400 | June 30 Rent 400
$400 $400
400 | July 1 Balance b/d 400



I EED) CHAPTER 2: FINANCIAL REPORTS

L Shaw
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2010
Revenue
Interest revenue a/c
Jun 30 Bank 1800 1800 Cr
Accrued revenues 200 2 000 Cr
Profit and loss summary 2 000 0
July 1 Accrued revenues 200 200 Dr
Rent revenue a/c
May 1 Bank 1200 1200 Cr
Jun 30 Unearned revenues 400 800 Cr
Profit and loss summary 800 0
July 1 Unearned revenues 400 400 Cr
Expenses
Wages a/c
Mar 1 Bank 25 000 25 000 Dr
Jun 30 Accrued expenses 500 25500 Dr
Profit and loss summary 25 500 0
July 1 Accrued expenses 500 500 Cr
Insurance a/c
Mar 1 Bank 600 600 Dr
Jun 30 Prepaid expenses 300 300 Dr
Profit and loss summary 300 0
July 1 Prepaid expense 300 300 Dr
Assets
Prepaid expenses a/c
Jun 30 Insurance 300 300 Dr
July 1 Insurance 300 0
Accrued revenues a/c
Jun 30 Interest revenue 200 200 Dr
July 1 Interest revenue 200 0
Liabilities
Accrued expenses a/c
Jun 30 Wages 500 500 Cr
July 1  Wages 500 0
Unearned revenues a/c
Jun 30 Rent 400 400 Cr
July 1 Rent 400 0

B iS85 2.42 to 2.47, pages 194-5
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Alr'eady know e |ncome statement reports the profit or loss of a
business for a given period

e Balance sheet shows all assets, liabilities and owner’s

predict trends and to influence the future direction of
the enterprise

* Helps to evaluate the performance of a business
through providing information that relates to a given
period. Reports are analysed and interpreted so that
decision-makers are better informed

|,|6 equity of a business at a particular point in time
Need to know e Difference between analysis and interpretation
c e Definition and calculation of gross profit ratio
_9 ¢ Definition and calculation of net profit ratio
o e Definition and calculation of return on owner’s equity
fg e How to make decisions based on the earning
4] capacity ratios for an enterprise
Q. Using this e Provides information for decision-making. The ratios in
c_ knowledge conjunction with benchmark figures can be used to
)
o

reports
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Analysis Net profit ratio
Gross profit ratio Return on owner’s equity
Interpretation

Learning objectives

After completing this section, you should be able to:
1 explain the importance of analysing financial reports and ratios
2 explain the gross profit ratio, net profit ratio and return on owner’s equity

3 calculate the gross profit ratio, net profit ratio and rate of return on owner’s
equity
4 analyse and interpret the financial information contained in accounting reports.

Analysis and interpretation

Learning objective 1~ The main function of accounting reports is to present information to interested
parties in order to enable the evaluation of an enterprise’s performance and assist
in decision-making. The two final reports discussed in the previous section are
designed to help fulfil these objectives. Investors and accounts payable use
financial reports to assess the risks associated with an enterprise. Accounts payable
are concerned with assessing the business’s ability to meet its current payments as
they become due and to pay long-term debts when required. Investors and owners
are concerned with the profitability of a business and whether the money invested
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in the business is offering the highest return in the marketplace. This section will
focus on analysing the financial data and interpreting the results of the business.

In order to examine the figures in the reports and make informed decisions
from the information gathered, a clear distinction has to be made between the
terms ‘analysis’ and ‘interpretation’.

Analysis Interpretation

Analysis is generally an objective Interpretation is generally

measure based on the figures considered more subjective. It
presented and the calculation of involves judgment, recommendation
various ratios and percentages. It and decision-making based on the
shows the relationships between ratios and percentages and on

items in the end-of-period reports. additional information regarding

the history and future plans for
the business.

Most analysis is based on historical data. It is therefore important when
interpreting data and making judgments and recommendations to be aware of any
relevant changes in circumstances (such as changes in technology, competition or
management) that may have affected performance or may affect future
performance.

Comparative financial statements for two or more years allow trends to be
identified.

Comparative financial statements show the income statements and balance
sheets of a business for two or more years.

When analysing financial reports, the accountant’s attention is initially drawn
to significant items only. The significance of an item can be expressed as a
percentage and/or a dollar value (flat figure). Although a percentage change can be
used as a guide, it must be considered in conjunction with a flat figure, depending
on the size of the enterprise.

If an expense account rose from $20 to $30, this would show as a flat figure
increase of $10, or a 50% increase. However, because the flat figure must be
considered in addition to a percentage, this ensures that significance would not be
attached to a small item such as this. Each enterprise will have its own guidelines
about what constitutes an acceptable variance.

Auditors, in their custodial role, use this technique when assessing financial
information. As a consequence of the cost factor, it is generally impractical for
auditors to check every transaction in a business’s records. Therefore, auditors
compare last year’s information with this year’s and note any high or unusual
variances that assist in pinpointing items that require further investigation. In
addition, auditors trace a number of randomly selected transactions through the
accounting process.

A ratio on its own provides little useful information. It must be categorised as
‘favourable’ or ‘unfavourable’. This assumes there are benchmarks against which
ratios are judged. Benchmarking is the practice of comparing a business to a
standard set by other businesses in the same industry. Four possible benchmarks
can be used to measure and interpret the ratios of an enterprise [2.4].
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[2.4]

Benchmarks Explanation

Intra-industry Comparing the entity’s ratios with ratios from other entities in the same industry.

Inter-industry Comparing the entity’s ratios with ratios from other entities in different
industries.

Intra-entity Comparing the entity’s financial results across periods to identify trends.

One application of this benchmark is a comparative income statement and
balance sheet.

Arbitrary standards Comparing the entity’s financial results to standards that have been
accepted by the enterprise in the past, such as investigating percentages
above a set percentage and/or dollar figure.

In the light of these benchmarks, ratios can be a valuable tool for interpreting
the financial reports of an enterprise.

Review & . 1 |
practice

a What is the difference between ‘analysis’ and ‘interpretation’?
b How can reports be analysed?
¢ Why are reports analysed?

d Who would be interested in the analysis of the financial reports of a business?

Ratios

éé;% A ratio is the number of times one number contains the other number.

Ratios are important tools for financial analysis. The calculation of percentages and
ratios assists decision-makers in interpreting financial reports and supports them
in assessing the enterprise’s:

e financial stability

* earning capacity, or profitability

° management policies.

In this section, the earning capacity or profitability of an enterprise will be
examined, with further analysis carried out in chapter 12.

Earning capacity, or profitability ratios
Learning objective 2, 3 One strategy for evaluating the earning capacity of an enterprise is the calculation
and analysis of the results of the profitability ratios.

;\;74 The earning capacity of a business (profitability ratio) is the ability to earn income
within the present financial structure of the enterprise.

The fundamental goal of any business is to earn a profit. These ratios play a vital
role in decision-making [2.5].



The return is earned
on the owner’s
investment employed
during the year.
Therefore, the
average of the
owner’s equity for the
year is used to
account for

any changes in
owner’s equity. This
average is calculated
by adding the
beginning-of-

period owner’s equity
to the end-of-period
owner’s equity and
dividing by two.

KE[) CHAPTER 2: FINANCIAL REPORTS

[2.5]

Earning capacity (profitability ratios)

Gross profit ratio
. Gross profit 100
Calculation —_— 5 —
Net sales 1
Purpose When considered for one year only:-

measures the ability of the enterprise to pass on to customers any cost
increases through increases in prices

indicates the ability of the enterprise to earn an acceptable net profit
indicates the ability of the enterprise to earn an acceptable return on
investments.

When compared with previous years:

emphasises shifts in the sales mix, which could be due to changes in the
number and variety of goods sold
signifies any manufacturing or competitive efficiencies /inefficiencies.

High ratio implications

The enterprise can easily cover all of its costs.
It has the capacity to earn an acceptable net profit.
It has the capacity to earn an adequate return on investments.

Low ratio implications

The enterprise will have difficulty in covering other operating costs.
An unacceptable net profit (net loss) may occur.
There is a less than adequate return on investment.

Interpretative » If the ratio is low, this may indicate an inappropriate selling price margin or
considerations high purchase costs
Net profit ratio
Calculation _Netprofit 100
Net sales 1
Purpose « Indicates the effectiveness of managers to minimise expenses per dollar

of sales.

High ratio implications

Operating revenues are high while operating expenses are low.

Low ratio implications

Selling price margin is very low.

Volume of sales is very low when compared to fixed costs.

Expenses are too high when compared to revenue from sales and other
operating revenue.-

Inefficiencies are occurring.

Interpretative « Intra-entity comparisons will assist in interpreting this ratio.
considerations = This rate must be interpreted in conjunction with the gross profit ratio.
Rate of return on equity ratio
Calculation L pl’O]:It - X 0D

Average owner’s equity* 1
Purpose - Rate of return generated by an entity on investment of owner/s.

High ratio implications

May indicate management efficiency.
Firm may be under-capitalised.

Low ratio implications

Could be more beneficial for the owner/s to invest elsewhere.
[t may indicate inefficient management or a highly capitalised, cautiously
run business.

Interpretative
considerations

Generally an enterprise would need at least a 14% return to fund future
growth (depending on the industry).

Rate of return should be higher than could be achieved through other forms
of investment.
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Review &

practice 1

What is meant by earning capacity?

Why is the analysis of the profitability of a business important?

How are the earning capacity ratios calculated?

Who would be interested in the profitability ratios of a business? Why?
Calculate the earning capacity ratios for each of the following:

i net sales $200 000; cost of goods sold $120 000; other expenses $36 000;
capital $80 000

il service revenue $300 000; other revenue $20 000; other expenses
$80 000; capital $120 000; cost of services $140 000.

B > Exercise 2.48, page 195

O 2 0 T 9

Decision-making from ratios

Learning objective 4 When making decisions based on the ratios calculated for an enterprise, the
accountant (or interested parties) will make comparisons with:
e previous years’ performances and the pattern of performance for the business
over that period of time.
* industry averages and predetermined standards
e other firms and industries.

Learning objectives 2, Whether a ratio is high or low will depend on the nature and type of the business
3.4 operation.

The comparative income statement and balance sheet on page 178 illustrate

how the process of analysis and interpretation can be carried out for a sole trader.

EXAMPLE 9

Nancy Searle operates a wholesale florist shop called Bloomin’ Lovely and currently
employs four full-time employees. She is continuing to expand her business into the
corporate sector and hopes to be a major supplier of flowers and arrangements for
corporate functions and offices. Nancy began the expansion and had to hire two additional
staff members in 2010.

Table [2.6] shows how the earning capacity ratios for Bloomin’ Lovely were

calculated.
[2.6]
Ratio Gross profit Net profit Rate of return on equity
Formula Gross profit 100 Net profit 100 Net profit 100
Net sales x 1 Net sales x 1 Average owner’s equity x 1
2010 2009 2010 2009 2010 2009
Calculation 1007200 100 752500 100 751200 100 539100 100 751200 100 539100 100
4064000 1 3889000 1 4064000 1 3889000 1 (5553000 + 1 (5033900+ ° 1

6 244 200)/2 5553 000)/2

Result 24.78 % 19.35 % 18.48% 13.86% 12.74% 10.18%
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Bloomin’ Lovely
Comparative income statement
for the years ended 30 June

2010 2009 Increase Percentage
(decrease) change
Sales $ $ $ $ $ $
Cash 3320 000 3100 000 220 000 7.10
Credit 756 000 803 000 (47 000) (5.85)
Less Sales returns (12 000) 4 064 000 (14 000) 3889 000 (2 000) (14.29)
Less Cost of goods sold 3 056 800 3136 500 (79 700) (2.54)
GROSS PROFIT 1007 200 752 500 254 700 33.85
Add Other revenue
Rent revenue 1500 2 000 (500) (25.00)
Commission revenue 4200 5700 3600 5600 600 16.67
1012 900 758 100
Less Other expenses
Advertising 49 000 30 000 19 000 63.34
Delivery van expenses 2 500 3000 (500) (16.67)
Telephone 14 000 12 000 2 000 16.67
Wages 68 000 66 000 2 000 3.03
Insurance 3500 3000 500 16.67
Salaries 120 000 100 000 20 000 20.00
Bad debts 4700 5000 (300) (6.00)
261 700 219 000
NET PROFIT $751 200 $539 100 212 100 39.34
Bloomin’ Lovely
Comparative balance sheet
as at 30 June
2010 2009 Increase Percentage
(decrease) change
Assets $ $ $ $ $
Bank 1 500 000 1 600 000 (100 000) (6.250)
Accounts receivable 188 000 168 000 20 000 11.905
Inventories 1 056 200 800 000 256 200 32.025
Buildings 8 000 000 7 200 000 800 000 11.111
Motor vehicle 85 000 95 000 (10 000) (10.526)
Total assets $10 829 200 $9 863 000
Liabilities - -
Accounts payable 585 000 560 000 25000 4.464
Mortgage 4000 000 3750 000 250 000 6.667
Total liabilities $4 585 000 $4 310 000
Owner’s equity
Capital 5553 000 5033 900 519 100 10.312
Add Net profit 751 200 539 100 212100 39.343
Less Drawings (60 000) (20 000) 40 000 200.000
Total owner’s equity 6 244 200 5553 000
Total liabilities and owner’s equity $10 829 200 $9 863 000

Notes to financial reports

* The increase/decrease amount is calculated by subtracting the 2009 figure from the
2010 figure (e.g. cash sales increase $220 000 = 3 320 000 — 3 100 000).

* The percentage change is calculated by taking the increase (decrease) and dividing
by the 2009 figure and then multiplying by 100 (e.g. cash sales percentage change
7.097% = 220 000/3 100 000 x 100/1).
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Recommended procedure for analysing and

Interpreting financial data

To assist in analysing financial data, a recommended procedure follows and is
applied to the financial reports of Bloomin’ Lovely. Significance will be given to a
variance of 10% and will be investigated only if the dollar variance is larger than

$10 000.

Application of recommended procedure to Bloomin’ Lovely’s reports

4
(
Step 1 \8 Scan the variances of the totals of each category and then significant
individual items within the reports to determine their significance. (Look for
both increases and decreases greater than 10%.)
Report Category/ Increase Comments

Individual item (decrease)

Income Gross profit 33.85% e Sales have increased significantly as opposed to

statement cost of goods sold, which has decreased. This
requires further investigation. Is this due to a sales
price increase and/or an increase in sales due to
increased advertising?

Net profit 39.34% o Net profit shows an increase, but this cannot be
attributed to a reduction in expenses. It is more likely to
be the result of an increase in gross profit and a
decrease in cost of goods sold.

Advertising 63.34% e Advertising and salaries have increased significantly. This
is due to the expansion program undertaken by
Bloomin’ Lovely over the last 12 months.

Salaries 20.00%

Balance Accounts receivable 11.91% e A significant increase in accounts receivable (11.9%)
sheet has reduced the effective inflow of cash to the business.

Inventories 32.03% e |nventories have also increased significantly (32.03%),
although no overdraft was procured by Nancy Searle.
This has been funded in part by the increase in accounts
payable.

Buildings 11.11% e Buildings have increased by 11.11%. This has been
funded in part by the increase in the mortgage which is
in line with the expansion program.

Drawings 200.00% e Although both the percentage and dollar variance are
significant, the drawings are low for the level of profit
recorded by the business.

Capital 10.31% e This is due to the large profit figure and comparatively

low drawings over the last two years.
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{
Step 2 “8

}
Step 3 ‘8

Draw attention to areas in which additional information is required.

Comment on the situation in step 2:

At this stage, Bloomin' Lovely would comment on the following points, which need

further investigation:

* the purchasing policy of the enterprise, due to the build-up of inventories and
no significant increase in sales

* the positive and negative aspects of the business’s financial position/
operations, such as sound profit growth despite an increase in expenses

e the ability of the business to fund its expansion program.

Note any changes in the earning capacity ratios of the business. Refer to [2.6]
on page 177.

Comment on the situation in step 3:

The results achieved by Bloomin’ Lovely over the last two years indicate that the
business is performing strongly. Both the gross profit margin and net profit margin
have increased by at least 4.5 percentage points. On close examination of
individual items within the statements, it can be seen that the improved
performance in gross margin is due to the increase in sales while cost of goods sold
has decreased. This could indicate that the business has implemented a price rise
or found a cheaper supplier. The increase in return on equity also indicates that
the business is in a position to fund its future growth. A comparison with industry
standards should also be made if the information is available.

Summary of decision-making (recommendations)

To achieve effective decision-making and recommendations based on financial
reports, procedures need to be followed. This ensures a reliable and comparable
approach to the analysis and interpretation of financial reports. A summary of the
procedures described in this text is shown below.

Procedures to follow

1 Calculate the increase/decrease for each item and percentage change if not
provided.

Calculate the ratios required.

Note any significant increase/decrease over the two years.

Note any trend in any items.

Note any areas of concern.

Compare the ratios with industry averages (if available).

Make recommendations.

NoOouagbhwh
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Understandings

The life of the business is divided into arbitrary time periods. This is referred to as
the accounting period assumption.

For an accounting period, the revenues for that period must be matched against
the expenses incurred in earning that revenue to obtain profit. This is called the
matching principle.

Revenue is generally recognised when it has been earned. For a service business,
this occurs when the service has been performed. For a trading business, this is
when the goods have been delivered.

Accrual accounting is a method of accounting that recognises transactions and
events when revenue is earned and expenses are incurred.

Balance-day adjustments are entries made at balance day in order to match the rev-
enues and expenses accurately so that the profit (or loss) can be determined. They
also bring into account assets and liabilities not previously recorded. Common bal-
ance-day adjustments are made for accrued expenses, accrued revenues, prepaid
expenses and unearned revenues.

Closing entries close off in the ledger all revenue and expense accounts for the year
to calculate the amount of profit or loss.

Asset, liability and owner’s equity accounts are balanced-off in T-form accounts to
provide figures for the balance sheet and to begin a new accounting period.

The income statement details the various revenues and expenses for a period and
calculates the resultant profit or loss.

All profits and losses belong to the owner. The link between the income statement
and the balance sheet is therefore owner’s equity.

The income statement is a report prepared outside the ledger for distribution to
interested parties. It shows details of the profit or loss for the period.

The balance sheet is a detailed expression of the accounting equation for a business
at a certain point of time. It is a major report that lists the various asset, liability and
owner’s equity items.

At the beginning of the new accounting year, necessary reversing entries are
recorded. This is to ensure that the amounts for revenues and expenses appropri-
ate to the new year are taken into account and to close appropriate asset and lia-
bility accounts created by the balance-day adjustments.

Reports are analysed and interpreted so that decision-makers are better informed.
Analysis can usually be done in an objective way with the calculation of ratios.
Interpretation is more subjective as it involves judgment, recommendations and
decision-making based on these ratios.

Financial analysis requires criteria or benchmarks against which ratios can be com-
pared and interpretations made. These criteria may be based on past performance,
past performance adjusted for changed circumstances, industry standards, prede-
termined or budgeted standards, or external factors such as current interest rates.

Most analysis is based on historical data. It is therefore important when interpret-
ing data and making judgments and recommendations to be aware of any relevant
changes in circumstances (such as changes in technology, competition or man-
agement) that may have affected performance or may affect future performance.
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Exercises

* 2.1
Z
* 2.2

DY = During year.

Definitions

Briefly explain the following terms:
a Accounting period assumption
b Matching principle

¢ Net profit
d Net loss.

Profit and loss summary account (T-style)

An extract from the ledger of B Redman for the year ended 30 June 2010 appears below.
a Prepare relevant closing general journal entries.

b Post the general journal entries to the ledger.

¢ Prepare a profit and loss summary account.

B Redman
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2009/10 2009/10
Sales a/c
| DY Bank/Accounts 542 000
receivable
Sales returns a/c
DY Bank/Accounts receivable 26 500 |
Commission revenue a/c
| DY  Bank 6500
Rent a/c
| DY  Bank 45 000
Cost of goods sold a/c
DY Inventories 263 500 |
Cartage outwards a/c
DY  Bank 11 000 |
Commission expense a/c
DY  Bank 8 500 |
Wages and salaries a/c
DY  Bank 86 000 |
S Holmes
General ledger (extract) — columnar format
Date Particulars Debit Credit Balance
$ $ $
2009/10
Sales a/c
DY Bank/Accounts receivable 542 000 542 000 Cr
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Sales returns a/c

DY Bank/Accounts receivable 26 500 26 500 Dr
Commission revenue a/c

DY Accounts payable 6 500 6500 Cr
Rent revenue a/c

DY Bank 45 000 45000 Cr
Cost of goods sold a/c

DY Inventories 263 500 263 500 Dr
Cartage outwards a/c

DY Bank 11 000 11 000 Dr
Commission expense a/c

DY Bank 8 500 8500 Dr
Wages and salaries a/c

DY Bank 86 000 86 000 Dr

Profit and loss summary account

From the following information for the business of Trudy Chan as at 30 June 2010, prepare:

a drawings account

Q0T O

a capital account (formally balanced).

relevant general journal entries to close off the accounts
a profit and loss summary account

Capital account balance (before transfers): $189 500

Sales
Sales returns

Telephone expense

Rent expense

Stationery expense

Rent revenue
Advertising
Drawings (cash)

Cost of goods sold

Vehicle expenses
Interest revenue
Salaries

Delivery expenses

Electricity

$1 650 000

23 600
8900
18 000
6 420
5980
25 600
1980
654 800
12 680
4 960
66 750
14 500
8200

Account classification

Enter the accounts below into a table as illustrated on page 184. Tick the accounts that will
be closed off to the profit and loss summary account and those that will be balanced at the

end of an accounting period.

accounts payable
bank overdraft
cost of goods sold
commission revenue insurance
inventories land

rates rent revenue
sales salaries

buildings

accounts receivable

delivery vehicle

vehicle expenses

advertising
cartage outwards
stationery expense
interest revenue
loan from bank
sales

bank charges
capital
drawings
interest expense
office furniture
sales returns
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Account Type of Dr/Cr Closed to Balanced
account nature profit and
R’ El A’ L’ Oe loss
summary
Advertising Expense Debit v

* 2.5 Profit and loss summary account
An extract from Stockwell Enterprises’ accounts revealed the following information as at
31 October 2010. You are required to prepare the profit and loss summary, capital and draw-
ings accounts.

e (Capital account balance (as at 1 October 2010): $67 500

Sales 758 000
Sales returns 14 450
Commission revenue 4 500
Rates 6 565
Stationery expense 2 605
Cost of goods sold 594 700
Repairs and maintenance 3400
Drawings (cash) 13 000
Rent revenue 1895
Delivery expenses 13 000
Loss from theft 11 000
Wages and salaries 112 000
Commission expense 29 900
Electricity 18 600

* 2.6 Profit and loss summary account
From the following extract of a trial balance for the business of B Lockwood, prepare:
a relevant journal entries
b profit and loss summary account
¢ capital and drawings accounts.

A B C
1 B Lockwood
2 Trial balance as at 30 June 2010 (extract)
3
4 Account Debit Credit
5 $ $
6 Sales 95800
7 Returns inwards 2160
8 Interest revenue 1250
9 Rent 9200
10 Commission revenue 660
11 Cost of goods sold 56560
12 Stationery expense 520
13 Commission expense 3600
14 Advertising 1800
15 Salaries — office 12500
16 Salaries — sales 1500
17 Telephone expenses 850
18 Bank 5600
19 Accounts receivable 2960
20 Inventories 22600
21 Office equipment 13200
22 GST clearing 3000
23 Accounts payable 2900
24 Capital 13640
25 Drawings 2600
26 $126450 $126450




*x 2.7 Profit and loss summary account
From the following extract of a trial balance for the business of N Prasad, prepare:

a relevant general journal entries
b profit and loss accounts
c capital and drawings accounts.
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A B C
1 N Prasad
2 Trial balance as at 30 June 2010 (extract)
3
4 Account Debit Credit
5 $ $
7 Bank 23600
8 Salaries — sales 22600
9 Sales 1056200
10 Sales returns 136200
1 Buildings 265000
12 Cartage outwards 2569
13 Insurance 3600
14 Rent revenue 1960
15 Drawings 15870
16 Cost of goods sold 659230
17 Postage expense 3600
18 Capital 316709
19 Council rates 3600
20 Salaries — office 13600
21 GST clearing 2300
22 Loss from theft 1500
23 Accounts receivable 12650
24 Inventories 45800
25 Office equipment 32500
26 Mortgage on buildings 15000
27 Interest revenue 8400
28 Interest expense 16800
29 Land 198000
30 Accounts payable 8950
31 $1433119 $1433119

*x*x 2.8 Profit and loss summary account

An extract from S Ashfield’s accounts revealed the following information as at
30 June 2010. You are required to prepare the profit and loss summary, capital and drawings

accounts.
Accounts Debit Credit Accounts Debit Credit
$ $ $ $
Sales 1089 987 Drawings 15 000
Accounts payable 26 000 GST clearing 5000
Sales returns 16 890 Accounts receivable 36 950
Mortgage 125 000 Rent revenue 2 300
Commission revenue 23 600 Inventories 45 920
Rates 2 460 Cost of brochures 12 530
Land and buildings 508 732 Loss from theft 2770
Printing 1600 Wages and salaries 125 690
Bank overdraft 22 300 Shares in BHP Billiton 15 000
Cost of goods sold 669 847 Capital 237 480
Delivery vehicles 48 600 Commission expense 3210
Repairs and maintenance — building 5420 Furniture 10 030
Vehicle repairs 8 450 Electricity 2 568

* 2.9

Income statement

From the following profit and loss summary account of D Liddell, prepare an income

statement.
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D Liddell
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date  Particulars Amount
$ $
2010 2010
Profit and loss summary a/c
June 30 Cost of goods sold 17492 | June 30 Sales 25 835
Sales returns 300 Commission revenue 2148
Cartage outwards 252 Rent revenue 3187
Advertising 434
Salaries — office 549
Electricity 310
Salaries — sales 138
Postage expense 256
Interest expense 217
Capital (net profit) 11 222
$31 170 $31 170
D Liddell
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2010
Profit and loss summary a/c
June 30 Sales 25835 25835 Cr
Commission revenue 2148 27983 Cr
Rent revenue 3187 31170 Cr
Cost of goods sold 17 492 13678 Cr
Sales returns 300 13378 Cr
Cartage outwards 252 13126 Cr
Advertising 434 12692 Cr
Salaries — office 549 12143 Cr
Electricity 310 11833 Cr
Sales — salaries 138 11695 Cr
Postage expense 256 11439 Cr
Interest expense 217 11222 Cr
Capital (net profit) 11 222 0

Profit and loss summary account and income statement

Compare and contrast the profit and loss summary account and the income statement.

Explain, in paragraph format, why a business would prepare both a profit and loss

summary account and an income statement.

Income statement

2.10
* 2.11 Profit and loss summary account and income statement
2.12

Using the profit and loss summary account prepared for B Redman in exercise 2.2 on
pages 182-3, prepare an income statement.

* 2.13 Income statement

Using the profit and loss summary account prepared for Trudy Chan in exercise 2.3 on
page 183, prepare an income statement.

* 2.14 Income statement

Using the profit and loss summary account prepared for Stockwell Enterprises in exercise 2.5
on page 184, prepare an income statement.
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* 2.15 Income statement
Using the profit and loss summary account prepared for B Lockwood in exercise 2.6 on
page 184, prepare an income statment.

* 2.16 Income statement
Using the profit and loss summary account prepared for N Prasad in exercise 2.7 on
page 185, prepare an income statement.

* 2.17 Income statement
Using the profit and loss summary account prepared for S Ashfield in exercise 2.8 on
page 185, prepare an income statement.

*x 2.18 Gross profit/loss

What is the purpose of reporting gross profit or loss for a trading enterprise?

* 2.19 Balance sheet

Using the following balances of T Livingstone, prepare a balance sheet.

T Livingston
Account balances as at 30 June 2009

Accounts Debit Credit
$ $
Accounts payable 16 900
Accounts receivable 20 400
Buildings 60 000
Capital 79 800
Bank 9200
Furniture 10 000
GST clearing 6 300
Patents 30 000
Inventories 51 000
Mortgage on building 80 000
Sales vehicle 16 875

Additional information:
e Net profit as at 30 June 2009 was $14 475.

*x 2.20 Balance sheet

From the following balances of C Oldham, prepare a balance sheet.

A B C
1 C Oldham
2 Balances as at 30 June 2009
3
4 Account Debit Credit
5 $ $
6 Buildings 90000
7 Capital 91050
8 Bank 13287
9 Drawings 3700
10 GST clearing 2600
11 Equipment 15490
12 Accounts receivable — G Emery 380
13 Furniture 12860
14 Shares 1500
15 Accounts receivable — L Greel 420
16 Inventories 14000
17 Land 55000
18 Loan 33000
19 Accounts payable — W McDouggall 659
20 Mortage on land 72400
21 Motor vehicle 27500
22 Accounts payable — R Pengelly 3278
23 Accounts payable — F Grace 5300

Additional information:
e Net profit as at 30 June 2009 was $25 850.
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Financial reports

Abdul Mahmed is the owner/operator of King’s Kebabs in Ipswich. He has approached the
Ipswich City Bank for a small loan. The bank has requested that Abdul submit his income
statement and balance sheet for the previous year before it can proceed with the loan appli-
cation. Explain to Abdul why the bank would require this information. Give specific exam-
ples of information within the reports that would be of particular interest to the bank.

Balance sheet

Prepare a balance sheet from information supplied for B Lockwood in exercise 2.6 on page
184.

Balance sheet
Prepare a balance sheet from information supplied for N Prasad in exercise 2.7 on page 185.

Balance sheet
Prepare a balance sheet from information supplied for S Ashfield in exercise 2.8 on page 185.

Financial reports
Van Pham is a plumber in Rockhampton. He has presented you with the following information
as at 30 June 2010 and requested that you prepare an income statement and a balance sheet.

Accounts payable $15000 Interest expense $2 000
Accounts receivable 2000 Land 25000
Bank 3500 Rates 1500
Building 65000 Salary expense 32 000
Electricity 4000 Service revenue 134 000
Equipment 6000 Supplies 18 000
GST clearing (Cr) 2000 Vehicles 42 000

e Van Pham’s capital was $53 000 as at 1 July 2009.
* He withdrew $3 000 for personal use during the year.

Cash accounting
Explain what is meant by cash accounting.

Accrual accounting
What are the advantages of using an accrual accounting system?

Balance-day adjustments

a What is the purpose of making adjusting entries?

b Why are adjusting entries made at the end of the accounting period and not during the
period?

Cash versus accrual accounting
Distinguish accrual accounting from cash accounting.

Prepaid expenses

Show the general journal entries necessary for the following balance-day adjustments.
Assume balance day is 30 June 2010.

Insurance of $1 000 is prepaid.

Rates of $300 for three months are paid on 1 May 2010.

Rent of $400 is paid for one month on 15 June 2010.

Three months’ advertising totalling $150 is paid on 1 June 2010.

Quarterly rental of $120 for the telephone is paid on 1 May 2010.

OO0 TO
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**x 2.31 Accrued expenses

Show the general journal entries necessary for the following balance-day adjustments.

Assume balance day is 30 June 2010.

a Wages of $253 have been earned but not paid.

b Overdue rent expense is $320.

¢ Sales during June amounted to $1 000. Commission of 10% of sales is yet to be paid to
sales personnel for the month of June.

d A firm pays wages of $2 000 on a weekly basis (five-day working week). Two days’ pay is
still owing as at 30 June 2010.

e The business has a bank loan of $4 800. Interest at 5% per annum is due to be paid on the
15th of each month. The last payment was made on 15 June 2010.

*%x 2.32 Unearned revenues

Show the general journal entries necessary for the following balance-day adjustments.

Assume balance day is 30 June 2010.

a Commission of $190 has been received but is not yet earned.

b A cheque for rent of $530 has been received. Only $265 of this relates to the current
accounting period.

¢ Rent of $450 has been received for the months of May, June and July.

d Commission revenue of $375 has been received for the three months beginning 1 June
2010.

e Monthly rent of $400 was received on 15 June 2010 in payment of a month’s rent from
that date.

** 2.33 Accrued revenues

Show the general journal entries necessary for the following balance-day adjustments.

Assume balance day is 30 June 2010.

a Commission of $261 has been earned but not yet received.

b The business’s tenant has not yet paid $300 for rent owing to 30 June.

¢ Commission is paid to the business by a supplier at the rate of 5% on sales. Sales during June
amounted to $10 000 but commission has not yet been received.

d The business has yet to receive 5% interest per annum paid monthly on an investment of
$24 000 for the month of June.

* 2.34 Balance-day adjustments
Enter the following balance-day adjustments into the general journal of L Reflex. Assume
balance day is 30 June 2010.

Prepaid insurance expense is $200.

Rent revenue received in advance is $317.

Accrued wages expense is $6 000.

Rent expense of $200 is prepaid.

Commission revenue of $2 600 has been earned but not yet received.

Telephone expense of $35 has been prepaid.

*% 2.35 Balance-day adjustments
Show the general journal entries necessary for the following balance-day adjustments.
Assume balance day is 30 June 2010.
Rent earned but not yet received is $230.
Commission received in advance is $218.
Wages to be paid are $2 300.
Amount of $210 of the electricity bill has been prepaid.
Rent of $1 200 was received on 1 May 2010 for a four-month period. Half of the amount
received belongs to the next accounting period.
On 1 June 2010, the business paid $300 to a newspaper for advertising for the two months
of June and July 2010.
g Weekly wages of $5 000 are paid for a five-day working week. Three days are owed for the
last week of June 2010.

-0 Qo009
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*%x* 2.36 Balance-day adjustments

Show the general journal entries necessary for the following balance-day adjustments.
Assume that balance day is 30 June 2010 and figures given are GST exclusive.

**x 2.37

=0 Q0TO

Commission yet to be received $300.

Wages owing $1 200.

Stationery paid for but not yet used $220.

Subscriptions paid by the business for trade magazines in advance $400.

Insurance of motor vehicles $2 280 was paid on 1 March for a 12-month period.

Commercial rent of $2 400 per month is received on a six-monthly basis. The last rent
received was on 30 April 2010.

Wages of $5 400 are paid weekly for a six-day working week every Wednesday. Balance
day falls on the Friday.

Interest of 11% per annum is charged on a monthly basis on a loan for $60 000. The last
payment was made on 1 June 2010.

Balance-day adjustments

An

extract from the ledger of K Coren is given below, together with the balance-day adjust-

ments required.

a Prepare general journal entries to effect the balance-day adjustments.
b Post general journal entries to the ledger.
c Prepare general journal entries to close off accounts.
d Close off or balance ledger accounts.
e Prepare a balance sheet extract showing the balance-day adjustments accounts.
K Coren
General ledger (extract) — T-format
Dr Cr
Date Particulars Amount Date Particulars Amount
$ $
2009/10 2009/10
Commission revenue a/c
I DY Entries to date 2300
Rent revenue a/c
| DY Entries to date 4000
Delivery vehicle expenses a/c
DY Entries to date 1328 I
Electricity expense a/c
DY Entries to date 320 |
Insurance expense a/c
DY Entries to date 600 I
Rates expense a/c
DY Entries to date 560 I
Rent expense a/c
DY Entries to date 538 I
Wages and salaries a/c
DY Entries to date 3290 I
K Coren
General ledger (extract) — columnar format
Date Particulars Post Debit Credit Balance
ref $ $ $
2009/10
Commission revenue a/c
DY Entries to date 2300 Cr
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Rent revenue a/c
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DY Entries to date 4000 Cr
Delivery vehicle expenses a/c

DY Entries to date 1328 Dr
Electricity expense a/c

DY Entries to date 320 Dr
Insurance expense a/c

DY Entries to date 600 Dr
Rates expense a/c

DY Entries to date 560 Dr
Rent expense a/c

DY Entries to date 538 Dr
Wages and salaries a/c

DY Entries to date 3290 Dr

Balance-day adjustments as at 30 June 2010:
e Commission of $400 has been earned but not yet received.
* Rent of $210 has been received but not earned.

* Delivery vehicle expenses include $315 registration that has been paid in advance.

* Amount of $100 of the electricity expense has been prepaid.

* Insurance premium has been paid for 12 months from 1 January 2010.
* Amount of $60 of the rates expense has been prepaid.

* Rent of $60 is owed by the business.

* An additional wages expense of $520 has been incurred but not paid.

End-of-year reports incorporating balance-day adjustments

The following list of balances has been extracted from the books of R Powell on 30 June 2010.
You are required to prepare:

a relevant general journal entries

b profit and loss summary account

¢ income statement
d balance sheet.

B C
1 Account Debit Credit
2 $ $
3 Capital 161600
4 Bank 87500
5 Insurance 4200
6 Electricity 1400
7 Accounts payable 36000
8 Cost of goods sold 185500
9 Drawings 13800
10 Accounts receivable 27000
11 Sales 285800
12 Returns inwards 2000
13 Telephone 1000
14 Motor vehicle 20000
15 Stationery expenses 1600
16 Rent expense 4900
17 Interest expense 3000
18 GST clearing 2400
19 Bad debts 3800
20 Mortgage 50000
21 Land 50000
22 Delivery expenses 2100
23] Rates 1500
24 Salaries — office 30000
25 Salaries — sales 45000
26 Equipment 15000
27 Inventories 24000
28 Fixture and fittings 12500
29 $535800 $535800
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Other information as at 30 June 2010:

* Accrued rent expense is $90.
* Prepaid interest expense is $50.
* Commission revenue earned but not received is $100.

*%* 2.39 End-of-year reports incorporating balance-day adjustments
The following list of balances has been extracted from the books of CWessel on 30 June 2010.
You are required to prepare:
a relevant general journal entries
b profit and loss summary account
c income statement
d balance sheet.

Account Debit Credit
$ $

Accounts receivable 189 500

Sales 321500

Buildings 120 400

Mortgage 100 400

Cartage outwards 600

Capital 185 000

Bank 123 550

Inventories 63 000

Accounts payable 17 220

Cost of goods sold 50 981

Returns from customers 6 000

Drawings 619

GST clearing 4 500

Travel expense 400

Commission revenue 790

Insurance 900

Land 25 000

Loan 76 000

Light and power 250

Motor vehicle 15 000

Bad debts 4100

Office furniture 20 000

Equipment 8 000

Rent revenue 12 000

Rent expense 4110

Wages 20 000

Plant and equipment 65 000

$717 410 $717 410

Balance day adjustments as at 30 June 2010:

e Amount of $76 of cartage outwards is prepaid.

e Insurance expense is paid for the quarter beginning 1 June.
e Accrued rent expense is $200.

* Rent received in advance is $1 000.

* Commission revenue earned but not received is $200.

**x 2.40 End-of-year reports incorporating balance-day adjustments
The following list of balances has been extracted from the books of C Ryan on 30 June 2010.
You are required to prepare:
a relevant general journal entries
b profit and loss summary account
¢ income statement
d balance sheet.
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Account Debit Credit
$ $

Cost of goods sold 28 870

Commission revenue 6 000

Bank 170 509

Telephone 145

Land 29 000

Patents 6 000

Advertising 278

Sales 235 000

Inventories 46 000

Building 120 000

Sales returns 4709

Bad debts 982

Donations 284

Motor vehicle 10 000

Accounts receivable 110 025

Insurance 900

Rates 410

Interest revenue 800

Rent expense 4 000

Delivery expenses 150

Cost of printing 170

Rent revenue 6 700

Consultancy fees revenue 410

Commission expense 418

Office salaries 9200

Accounts payable 16 510

Shares 4000

Interest expense 120

Loan 33000

Mortgage 186 400

Drawings 250

Capital 71700

Furniture 10 000

Balance-day adjustments as at 30 June 2010:

*  Amount of $42 of the telephone expenses relates to the next accounting period.
* Interest revenue of $150 has been earned but not received.

* Rent revenue of $160 has been received before it has been earned.

* Advertising expense of $100 has been incurred but not paid.

e Office salaries expense incurred but not paid is $1 500.

Complete accounting process

S Bott commenced business with the following assets, liabilities and owner’s equity accounts

on 1 June 2010:

Assets $
Bank 9700
Accounts receivable — C Boundy 200
Accounts receivable — L. Michaels 300
Inventories 12 450
Furniture 5000
Land 30 000

Liabilities $
Accounts payable — ] Ohmsen 250
Bank loan 5000

Owner’s equity

Capital 52 400
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* 2.42
* 2.43
* 2.44
* 2.45
* 2.46

Transactions for June 2010:

2010
June 1  Sold inventories to C Boundy for $231 (cost price $105)
Paid rent of $3 300
3  Cash purchases of inventories $5 390
5 Cash sales $2 530 (CP $1 150)
EFTPOS sales $66 (CP $30)
7  Purchased inventories from J Ohmsen for $352
Sold inventories to F Connolly for $583 (CP $265)
Returned faulty inventories to J Ohmsen worth $33
8 Purchased furniture from Coulson Pty Ltd worth $2 200
12  C Boundy paid outstanding account in full
F Connolly returned inventories to the value of $44 (CP $21)
15  Paid J Ohmsen in full
S Bott withdrew goods with a cost price of $200 (GST exclusive)
16  Cash sales $3 520 (CP $1 600)
Cash purchases of inventories $330
23 S Bott withdrew $150
26  Received $550 commission
Paid wages of $1 200
28  Sold furniture for cash $605
29 K Lynham sold goods to S Bott for $275

Balance-day adjustments as at 30 June 2010:

° Rent expense prepaid is $2 000.

¢ Commission of $100 received but not earned.
°  Wages owing is $400.

¢ Interest earned but not received is $32.

Use the information shown above for the business of S Bott to complete the following:
Prepare all relevant general journal entries.

Post the general journal entries to the ledger.

Prepare a trial balance.

Carry out balance-day adjustments.

Prepare a profit and loss summary account.

Adjust the trial balance.

Prepare an income statement.

Prepare a balance sheet.

0SQ 0 Q0009

Reversing entries - prepaid expenses

Complete the reversing entries in the general journal for the transactions completed for
exercise 2.30 on page 188.

Reversing entries - accrued expenses

Complete the reversing entries in the general journal for the transactions completed for
exercise 2.31 on page 189.

Reversing entries — unearned revenues

Complete the reversing entries in the general journal for the transactions completed for
exercise 2.32 on page 189.

Reversing entries — unearned revenues

Complete the reversing entries in the general journal for the transactions completed for
exercise 2.33 on page 189.

Reversing entries — balance-day adjustments

Complete the reversing entries in the general journal for the transactions completed for
exercise 2.34 on page 189.
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What would be the result of failing to carry out reversing entries?
Earning capacity ratios
Explain each of the earning capacity ratios.

Analysis of variances

Complete the variance and percentage columns in the following financial reports and out-
line any variances considered significant. Items with a variance greater than 5% and more
than $500 000 are deemed to be significant.
B Cosmos

Income statement for the year ended 30 June

2010 2009 Increase Change
(decrease)
$000 $000 $000 %
Sales
Cash 540 747
Credit 16 544 15933
Total net sales 17084 16680
Less Cost of goods sold 1916 1444
Gross profit 15168 15236
Less Other expenses
Advertising 500 400
Sales staff motor vehicle expenses 360 20
Rent 5000 3200
Insurance 400 1290
Rates 1000 760
Salaries 2000 2000
Telephone 70 69
Bad debts 400 310
Total expenses 9730 8049
Net profit $5438 $7187
B Cosmos
Balance sheet as at 30 June
2010 2009 Increase Change
(decrease)
$000 $000 $000 %
Assets
Bank 613 569
Accounts receivable 2738 2250
Inventories control 2047 1979
Motor vehicles 207 142
Buildings 6890 5698
Land 4 600 3400
Furniture 76 80
Plant and equipment 1200 1400
Shares 1761
Total assets $20 132 $15518
Liabilities
Accounts payable 3913 3870
Accrued expenses 1442 1510
Mortgage 2506 3305
Total liabilities 7 861 8 685
Owner’s equity
Capital 6833 3677
Add Net profit 5438 7187
12271 10864
Less Drawings 4031
Total owner’s equity 12271 6833
Total liabilities and owner’s equity $20132 $15518
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* 2.50 Earning capacity ratios

From the information below, calculate the gross profit ratio, net profit ratio and rate of return

on equity.
Robinson Enterprises
Income statement for the year ended 30 June 2010
$ $
Sales
Cash 5000
Credit 3595 000
Less Sales returns (100 000)
Total net sales 3500 000
Less Cost of goods sold 2705 000
Gross profit 795 000
Add Other revenue
Rent revenue 50 000
845 000
Less Other expenses
Advertising 293 000
Delivery van expenses 35000
Telephone 40 000
Wages 325 000
Bad debts 20000 713 000
Net profit $132 000
Additional information:

e Owner’s equity as at 1 July 2009 was $430 000. There were no drawings.

*% 2.51 Earning capacity ratios
The following information was extracted from the records of Pengrin Co. Calculate the earn-

ing capacity ratios for 2009 and 2010.

Pengrin Co.
Income statement for the year ended 30 June
2010 2009

$ $ $ $
Sales
Cash 6 500 8 500
Credit 2598 000 2241 000
Less Sales returns (40 000) (25 000)
Total net sales 2564 500 2224500
Less Cost of goods sold 1356 900 1450 980
Gross profit 1207 600 773 520
Add Other revenue
Commission revenue 120 000 85000

1327 600 858 520

Less Other expenses
Advertising 145 000 98 000
Delivery expenses 21 000 26 000
Sales salaries 35000 39 000
Office wages 18 000 19 500
Insurance 3 600 3900
Telephone and power 2900 3200
Rates 3 500 3400
Rent 16 000 245 000 18500 211500
Net profit $1 082 600 $647 020

Additional information:

* Owner’s equity as at 1 July 2008 was $68 000.
e Drawings during 2009/2010 amounted to $34 000.
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Earning capacity ratios
From the information below, calculate the earning capacity ratios as at 30 June 2010 for
R Kung. State clearly what the ratios indicate about the business.

$
Total assets (1/7/09) 980 900
Total assets (30/6/10) 890 900
Gross profit (30/6/10) 360 500
Net profit 120 600
Owner’s equity (1/7/08) 428 260
Owner’s equity (1/7/09) 500 870
Owner’s equity (prior to drawings) (30/6/10) 621 470
Drawings (30/6/10) 400 000
Net sales 900 460

Gross and net profit ratios

Safilo Enterprises has a gross profit ratio of 45% and a net profit ratio of 20%. The industry
average is 55% and 15%, respectively. Examine possible reasons for the differences between
the industry average ratios and those for Safilo Enterprises.

Earning capacity ratios
Chadwick Enterprises has invited you to analyse its data to ascertain the profitability of the

business. You have decided to assess the business mainly by using ratios. Calculate the earn-
ing capacity ratios for this enterprise for the two years and comment on your findings.

Chadwick Enterprises
Income statement for the year ended 30 June

2010 2009

$ $ $ $
Sales
Cash 120 000 96 000
Credit 1756 900 1589 000
Less Sales returns (35 000) (26 000)
Total net sales - 1841900 1 659 000
Less Cost of goods sold 980 000 868 000
Gross profit 861 900 791 000
Add Other revenue
Interest revenue 2900 5 600

864 800 796 600

Less Other expenses
Cartage outwards 15 000 13 000
Vehicle expenses 3500 4200
Wages 29 000 36 000
Electricity 3900 4500
Audit fees 6 800 7 000
Stationery 28900 25 600
Rent 24 000 19 000
Repairs and maintenance 13 250 124 350 2900 112200

Net profit $740 450 $684 400
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Chadwick Enterprises
Balance sheet as at 30 June

2010 2009

$ $

Assets
Bank 126 000 13 650
Accounts receivable 248 000 586 000
Inventories control 167 840 158 900
Motor vehicles 85000 98 000
Buildings 569 000 298 000
Land 450 000 300 000
Furniture 22 000 24 000
Shares 200 000
Total assets $1867 840 $1478550
Liabilities
Accounts payable 289 000 375000
Accrued expenses 14 600 12 300
Mortgage 160 000
Total liabilities 303 600 547 300
Owner’s equity
Capital 931 250 291 350
Add Net profit 740 450 684 400

1671 700 975 750
Less Drawings 107 460 44 500
Total owner’s equity 1 564 240 931 250
Total liabilities and owner’s equity $1 867 840 $1 478 550

Earning capacity ratios
Calculate the earning capacity ratios for exercise 2.38 on pages 191-2 and comment on the
results. The industry averages are as follows:

* Gross profit margin 24.56%
* Net profit margin 17.44%
e Rate of return on equity 16.35%

Earning capacity ratios
Calculate the earning capacity ratios for exercise 2.39 on page 192 and comment on the
results. The industry averages are as follows:

* Gross profit margin 33.46%
* Net profit margin 22.14%
* Rate of return on equity 12.25%

Earning capacity ratios
Calculate the earning capacity ratios for exercise 2.40 on pages 192-3 and comment on the
results. The industry averages are as follows:

* Gross profit margin 38.50%
* Net profit margin 16.79%
* Rate of return on equity 15.67%

Decision-making 1

Neil De Marco began Concept Computing Service on 1 July 2009. Neil has come to you as he
wishes to know how much net profit his business earned during the last year. He would also
like to know the financial position of his business.

Neil began operations by borrowing $40 000 through the National Bank. He also
contributed $25 000 of his own funds to start the business. During the year, he purchased
equipment to the value of $28 000.

Service revenue for the year totalled $95 600, of which $3 200 was received in advance
from customers. At 30 June 2010, $2 100 was still owing to him by customers for services
rendered. These revenues have not been recorded. An amount of $5 000 was expended on
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supplies for the year, of which $1 200’s worth has not yet been used. Neil pays $1 000 per
month rent and always pays one month in advance. He has one employee who has been paid
$23 000 but is still owed $500 as at 30 June 2010. Other expenses included electricity $1 200,
telephone $800 and interest expense $3 000.

During the year, Neil withdrew $30 000 for his own personal use. He is hoping to obtain
an additional loan from the bank but must show the bank that his capital has grown at least
$10 000 from its original balance.

Prepare the financial reports to determine whether Neil will be able to meet the bank’s
requirements.

*%x*x 2.59 Decision-making 2

Karen Anthony owns Body Beautiful, which sells an exclusive range of body products. The
business has been operating for three years. Karen is deciding whether to open another busi-
ness and has prepared the current financial reports of the business (shown below). She read
in an industry journal that a successful products business meets all of these criteria:

» gross profit percentage is at least 50%

° net profit percentage is at least 20%

* rate of return on owner’s equity is 19%.

Karen believes her business meets all three criteria. She plans to go ahead with the
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