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INTRODUCTION

Macmillan Accounting for VCE Units 3 & 4 is your introduction to the concepts of

double entry accounting as applied to small business. This textbook deals with all

areas of study, outcomes, key knowledge and key skills for Units 3 & 4 of the VCE
Accounting Study Design 2019 2023.

Key features

Your textbook contains a number of important features that are designed to support

your learning and prepare you for your assessments.

=  Every chapter starts with a list of learning objectives, so that you understand the
topics you're about to study. The unit progress bar and chapter outline help you
track how far you've progressed in the course.

= Key terms are highlighted in the text, with definitions in the margin nearby.

EXANM @ = The margins also contain study tips, pointing out the do’s and don'ts of exam
SUCCESS \\ success. Keep these tips in mind when it's time to revise for your exams.
[faccountspayable % w At the end of each numbered section of a chapter is a short set of Check Your
furnover increases, you \\ U d d . h h f h . o d d o h
may be asked to state 3 nderstanding questions, which focus on the major concepts introduced in that

one positive and one ) section. These include icons to the corresponding page of the student workbook.
negative in relation to ’

this change. Revise o/ " Every chapter ends with a review of its key information and a series of practical
answers for both 4 exam style exercises. These can be completed in the student workbook; use the
possibilities. ,,' icon to find the correct workbook page.
______________ = The final page of each chapter is a checklist of the chapter's core concepts
H— ------ < and tasks.
\
N = Many chapters also include case studies, ethical considerations for discussion, or

’ DON'T! .
'I When recording a sales \\\
I returmn, do not debit the 1
\\ sales account. Make sure /,
\\ that you use the sales ,l
\\ returns account. '/

research activities about accounting in the real world.
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Online support

= Use the code on the inside front cover of your textbook to access the digital
version of the text.

= Your online resources also include additional support materials.

= Short, interactive review quizzes are provided for each chapter, to help you revise
key concepts.

= The spreadsheet icon in the margin shows when a blank Microsoft Excel E-E| SPREADSHEET
template is available for use with practical exercises.

= The QR code and weblink located at the end of each chapter link to a Mr Box on

Demand video. These short tutorial videos featuring the textbook author will help
you achieve maximum success in your studies.
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Area of Study 1:
Recording and analysing financial data

On completion of this unit the student should be
able to record financial data using a double entry
system; explain the role of the General Journal,
General Ledger and inventory cards in the recording
process; and describe, discuss and analyse various
aspects of the accounting system, including ethical
considerations.

Area of Study 2:
Preparing and interpreting accounting reports

On completion of this unit the student should be
able to record transactions and prepare, interpret and
analyse accounting reports for a trading business.
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THE ROLE OF ACCOUNTING

Accounting is more than just
recording expenses, updating
a spreadsheet or balancing a

budget. Accountants are financial -
data experts who provide clients

with advice and information

that helps them to run their

pusinesses.

In this chapter you will learn
about the role of accountants and

the work they do. You will also be

introduced to the assumptions
that accountants need to consider L]
and follow in creating financial

reports.

UNIT 3 — PROGRESS

The role of
accountants

Why is accounting
useful?

Characteristics
of accounting
reports

The elements of
accounting

LEARNING OBJECTIVES

By the end of this chapter, you will be able to:

explain why small businesses need financial
information [1.1]

name the different users of accounting information and
their needs [1.1]

outline the role of professional accountants as
suppliers of financial information [1.2]

define the five key elements of accounting: assets,
liabilities, owner's equity, revenues and expenses [1.3]

distinguish between current and non current assets
and liabilities [1.3]

describe the six qualitative characteristics of financial
information and outline their role [1.4]

describe the four accounting assumptions and outline
their role [1.5]

Chapter review
and exercises

The accounting
assumptions
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D) WHY IS ACCOUNTING USEFUL?

It's easy to underestimate the importance of accounting in business. While
entrepreneurs and executives are the visible faces of companies, accountants
work behind the scenes. Yet it's that behind the scenes accounting work that gives
entrepreneurs the information they need to keep their businesses afloat.

Business owners need to know if their business is making or losing money,
and accounting does obviously involve reporting information about profits or
losses. However, this is only one aspect of accounting’s many uses. Although
invisible to some people, accounting is a core element of a successful business’s
overall management strategy. Accountants provide the financial information that
management needs to make better decisions.

ANSWERING FINANCIAL QUESTIONS

Managing a business, large or small, involves making decisions based on financial
information. Owners and managers have to consider many financial questions,
such as:

Is my business’s profit improving or declining?

Am | earning a sufficient return on my investment?
Can my business repay any of its outstanding debts?
Are my credit customers paying on time?

What is the cost of my business’s assets, and how are they financed?

To answer these questions, they need ready access to financial information about
every aspect of their business. This information comes from accountants, and from
the systems they manage to record financial data. By collecting, classifying and
reporting on that data in a meaningful form, they provide business owners with the
answers they need.

Many businesses, especially small ones, collapse as a result of a lack of available,
meaningful information. If a business owner is well informed, their business has a
better chance of surviving, or even thriving.

Accounting
provides

the financial
information that
every business
needs, whether
start-ups or large
corporations.

)
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PROVIDING APPROPRIATE INFORMATION

There are many different types and uses of financial information relating to every
business. Table 1.1 shows that information that is important to one user may be
irrelevant to another.

The user of the financial data decides what information is relevant to them.
Accounting must meet the needs of individual users and be flexible enough to satisfy
a variety of purposes.

TABLE 1.1 Users of accounting and the information they need

User Information
Owners/managers Profit, liquidity, stability, sales, growth, budgets, inventory
of a business management, accounts receivable, accounts payable, return on
investment

Prospective owners | Budgets, future earnings, predicted returns, stability, prospects of growth

Banks/lenders | Liquidity, stability, budgets

Suppliers of goods | Credit rating, reliability, stability
or materials

Employees/unions | Stability of employment, profits, the likelihood of wage increases

Customers Pricing, credit facilities, future trading opportunities
Government Specific needs relating to their own specialist areas
departments

Accounting cannot provide answers to all business problems. However, if the
accounting system functions properly, meaningful reports based on accounting data
can be prepared to assist decision makers.

Accounting has a vital role to play in communicating financial information that is
accurate, timely and useful.

ETHICAL COMPLIANCE

In addition to financial indicators, some accounting users may be interested in a
business’s social or environmental impact, or its ethics. When evaluating issues
relating to social, environmental or ethical questions, you should consider the
potential impact of a decision on the following:

financial costs to a business

financial benefits to a business

the general reputation of a business and its owner(s)
the environment

the financial and emotional wellbeing of a business’s owners, and customers.

m CHECK YOUR UNDERSTANDING >

1 Explain why businesses need financial information.

2 I|dentify five different users of accounting information. For each user, describe

their main areas of interest in terms of financial information relating to small
businesses.

3 Describe some of the challenges that may be faced by small business owners in

their everyday operations.
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m THE ROLE OF ACCOUNTANTS

In the past, accountants were often seen as record keepers (also called bookkeepers).
They were employed simply to keep financial records of all business transactions.
Management then used the records to make decisions.

This view of accounting is outdated. Modern accountants are at the forefront
of management decision making. Information and communications technology has
streamlined the actual record keeping process, making it possible for accountants
to collect data quickly and accurately. This allows them to have more input into
interpreting results as part of a management team.

The key question for business owners is: ‘What does the financial data mean?’ It is
the accountant’s role to help owners and managers answer this question.

A large business may employ one or more specialist accountants. Most small
business owners, on the other hand, don't have the resources to employ a full time
accountant to help them interpret financial results and make better decisions in the future.

To serve the needs of different organisations and users of information, four
different types of accountants exist in the larger profession.

FIGURE 1.1 The four main types of accountants

TYPES OF
ACCOUNTANTS

ACADEMIC

" GOVERNMENT

PUBLIC ACCOUNTANTS

Public accountants work in business for themselves. They may be sole proprietors, or
be in partnership with other accountants. They provide individuals or business owners
with expert advice on financial matters. Their areas of expertise may include taxation,
finance, auditing, small business management, record keeping, computerised
accounting, inventory control or credit control.

Accountants in public practice are usually members of the Institute of Chartered
Accountants in Australia (ICAA) or CPA Australia (the business name for the Australian
Society of Certified Practising Accountants, or ASCPA). These bodies have their own
procedures to ensure that their members are highly trained professional accountants.

)
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PRIVATE ACCOUNTANTS

Private accountants are employed by one particular business as a private employee.
Larger businesses employ accountants on a full time basis, so that their expertise
is always available for the benefit of the business. Companies often have a team
of accountants who specialise in different areas, such as business record keeping,
taxation, budgeting, payroll, inventory control or credit control.

Private accountants are also usually members of the ICAA or CPA Australia, but
choose to work for one employer rather than in public practice.

GOVERNMENT ACCOUNTANTS

Government accountants are employed by government departments and authorities
in the same way that larger businesses employ their own accountants. Federal, state
and local governments all conduct complex financial transactions.

While government departments don't have the same profit motive as businesses,
they still need to report accurate financial information and plan for future operations.
Results of a year's receipts and payments are required from all three types of
governments, and each is heavily involved in budgeting for future events.

ACADEMIC ACCOUNTANTS

Academic accountants are the smallest group of qualified accountants. Some
members of the ICAA and CPA Australia work in academia, usually in tertiary
education or in research for the professional bodies.

As well as helping to educate future accountants, many academics play a role
in the development of accounting standards, which set out generally accepted
accounting practices and procedures.

m CHECK YOUR UNDERSTANDING > () wa pace 2

1 Name and describe the roles of the four types of accountants in society.

2 Of the four types of accountants, which are the most likely to be used by small
businesses? Justify your response.

3 List the types of financial services provided by accountants to small businesses.

U
F EXAM SUCCESS

I' When asked to
K ‘justify’ something, be
Y specific and use correct

\\ terminology. Vague

\\ responses will cost you
\\ marks in the exam.
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assets

economic resources under
the control of an entity,
which have the potential
to produce economic
benefits

entity

any person, business or
organisation for which
accounting records are
maintained

liabilities

obligations to transfer
economic resources to
another entity

)

m THE ELEMENTS OF ACCOUNTING

When accountants prepare financial reports, they are providing information on the five
elements of accounting: assets, liabilities, owner'’s equity, revenues and expenses.
You will be considering and referring to these five elements throughout your
Accounting studies, so it is important to have a full understanding of each of them.

ASSETS

Assets are present economic resources controlled by an entity. An economic
resource has the potential to produce economic benefits in the future. There are two
types of assets controlled by business entities: current assets and non current assets.
Current assets are held primarily for the purpose of sale or trading, or are
reasonably expected to be converted into cash, sold or consumed by a business
within 12 months from the end of the current accounting period. The classification
of current assets includes cash on hand, cash at bank, inventory (the goods bought
and sold by a trading business) and amounts owing by credit customers (known as
accounts receivable).
Non current assets are economic resources that a business expects to use
for a number of years, which are not held for the primary purpose of resale. This
classification includes assets such as vehicles, machinery, office furniture, computers
and shop fittings.

Office furniture is
an example of a

l non-current asset.

LIABILITIES

Liabilities are present obligations of an entity to transfer economic resources.
Liabilities include commitments to suppliers of inventory (referred to as accounts
payable), Goods and Services Tax (GST) owed to the ATO, and loans due for
repayment in future accounting periods. Liabilities may be current or non current.

Current liabilities are obligations that are due to be settled within 12 months
from the end of the current reporting period. This classification of liabilities includes
accounts payable (which are often based on 30 days’ credit), GST owing, bank
overdrafts and short term loans (up to 12 months).

Non current liabilities are obligations that don’t need to be settled within 12
months of the current reporting period, such as a five year personal loan or a 20 year
mortgage loan.

6 @ [UNIT 3] FINANCIAL ACCOUNTING FOR A TRADING BUSINESS
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OWNER’S EQUITY

Owner’s equity is the residual value of the assets of an entity after deducting all its
liabilities. This definition of equity is based on the following equation, often referred to
as the accounting equation:

Assets = liabilities + owner’s equity
A=L+OE

This equation can be expressed in a second form to highlight the owner's equity
(also known as the net worth of the owner):

Owner’s equity = assets — liabilities
OE=A-L

These terms, and their presentation in reports, will be covered in more detail in
Chapter 2.

REVENUES

Revenues are increases in assets or decreases in liabilities that result in an increase
In owner's equity, other than those relating to contributions by the owner. Revenue
includes sales of goods or the provision of services, for either cash or credit. In both
cases an increase in assets occurs, as the firm has control over a future economic
benefit in the form of cash or accounts receivable. As long as the transaction can be
reliably measured, the revenue item may be recognised.

Revenue may also include items such as interest on investments, commissions
on sales and reductions in debts. For example, a reduction in a liability may occur if
a supplier offers a discount for prompt payment. If a firm settles its debts promptly
and receives a discount from a supplier, this satisfies the definition of a revenue item.
As long as there is an increase in assets (other than a contribution by the owner) or
a decrease in liability that leads to an increase in equity, a revenue item should be
recognised.

EXPENSES

Expenses are decreases in assets or increases in liabilities that result in a decrease

In owner's equity, other than those decreases or increases relating to distributions to
the owner. Expenses include items such as wages, rent, the cost of goods sold by a
trading business, and discounts offered to accounts receivable. If a business decides

to offer a discount to credit customers for prompt payment of an amount, this leads to

a decrease in assets, which then leads to a decrease in owner’s equity.

ASSETS TO EXPENSES

Assets are resources under the control of an entity that produce economic benefits.
If the entity uses up these resources in its operations, these assets then become
expenses. Yet, by making these expenses, and using up these assets, the entity
generates and earns revenue.

For example, a builder buys building materials, such as wood, tiles, nails and pipes,
which are all assets of the company. The materials are used to construct a house, so

owner’s equity

the residual interest an
owner has in a business
after liabilities are
deducted from assets

revenues

increases in assets, or
decreases in liabilities,
that resultin an increase in
owner’s equity

expenses
decreases in assets, or
increases in liabilities, that
resultin a decrease in
owner’s equity
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these assets become an expense. The builder is then paid for the construction
work, and so earns a revenue. For a profitable building business, the revenue
earned for the work should be greater than the value of the assets that were
consumed as expenses. The builder can then use some of that revenue to
purchase more materials, gaining more assets for the next job.

This relationship between assets, revenues and expenses is vital in
determining a business’s profit.

m CHECK YOUR UNDERSTANDING ) () we pace 3

1 Write a brief definition for each of the following terms: assets, liabilities, owner’s
equity, revenues and expenses.

2 Explain the difference between current assets and non-current assets. Give three
examples of each type of asset.

3 Explain the difference between current liabilities and non-current liabilities.

CHARACTERISTICS OF ACCOUNTING
REPORTS

The International Accounting Standards Board (IASB) approves the rules of accounting
worldwide. Rather than each country establishing its own rules and regulations, the
accounting standards  accounting profession needed a set of internationally recognised accounting standards.
rules and regulations The aim was to establish a uniform approach to preparing financial statements that could
that outline acceptable )
accounting practicesand b€ followed by professional accountants around the world.
procedures The result was the Accounting Conceptual Framework, which describes the objectives
of financial reporting, the concepts on which it is based, and the six main characteristics
that all financial reports should have. These characteristics (shown in Figure 1.2) are
qualitative  that is, they relate to the focus and quality of a report’s content, rather than
how much content is provided.

From its London
N offices, the

IASB develops

international

accounting
standards.

)
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FIGURE 1.2 The six main qualitative characteristics of financial reports

Relevance

Understandability Faithful representation

QUALITATIVE
CHARACTERISTICS

OF FINANCIAL
REPORTS

Timeliness Comparability

Verifiability

RELEVANCE

For information to be relevant, it can potentially make a difference to the decisions
made by users. Relevant financial information helps users form predictions about the
outcomes of past, present or future events. It may also provide suitable feedback
about previous evaluations or decisions.

The nature of an item may not be the only test of whether it is relevant; its dollar
value is also important. If an item is insignificant in terms of its dollar value, it may
not be relevant information. For example, dollar amounts are usually rounded off in
financial statements to omit cents, as these small values have little or no impact on
decision making.

FAITHFUL REPRESENTATION

The financial information in the report must be a faithful representation of real world
economic events. The users of the report should feel confident that the information
presented is complete, correct and neutral. The report should not be based on
personal opinions (to any significant degree) and should accurately represent events
that took place during a specific time period.

COMPARABILITY

Comparability ensures that users can identify and understand similarities and
differences in financial reports by following consistent accounting standards and
policies. Information about an entity is more useful if it can be compared with similar

information either about other entities or about the same entity in different reporting periods.

/ EXAM SUCCESS
/ Memorise the

,’ specific terms for

these characteristics.
You will not be

awarded exam marks

if you use an incorrect

\\ term, even if the
\ meaning is

\ the same.

relevance
usefulness of financial
information in helping
users make decisions

faithful
representation

the requirement that
financial information
must accurately reflect
economic events

comparability

the ahility to compare
similar types of financial
information effectively
with other entities or over
different reporting periods
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verifiability

the premise that financial
information is supported by
evidence that can be used
to checkits accuracy

timeliness

providing information

to users as quickly as
possible so that it remains
useful for decision making

understandability
financial information
should be presented
clearly and concisely
so that users can easily
understand it

VERIFIABILITY

Verifiability means that the information presented in reports accurately represents
what it is intended to represent. This means the information is supported by evidence,
such as invoices, receipts and bank statements, that users can check.

TIMELINESS

Timeliness means making information available to users as quickly as possible so that
they can take action. Information that isn't timely is potentially useless; the older it is,
the less useful it will be.

For example, if the costs of running a business are getting out of control, the
owner needs to know as soon as possible so they can decide what to do. If this
information isn’t available until the end of the year, it may be too late: the damage to
the business may be so great that its future is at risk.

UNDERSTANDABILITY

Understandability means that users with a reasonable knowledge of business and
economic activities should be able to understand the financial information. Information
in reports should be presented clearly and concisely, and headings and sub headings
should assist general users to navigate their way through and understand the content.

m CHECK YOUR UNDERSTANDING >

m WB PAGE 4

1 Sharon O’Neill buys a second-hand vehicle for her business at a cost of $18 000.
One of her friends tells her that the model she purchased is worth about $19 500.
What amount should Sharon use to record the vehicle’s value in her firm’s
financial reports? Explain your answer fully, with reference to a qualitative
characteristic of accounting.

2 Why is comparability important to accounting? How does it help management
with their decision making?

3 Name three business documents that may be used to satisfy the demands of

verifiability.

4 The owner of a small business says that cents may be omitted from all balance
sheets. State the qualitative characteristic that may support this statement, and
explain why the business owner may be correct.

)
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m THE ACCOUNTING ASSUMPTIONS

In addition to the six qualitative characteristics, four accounting assumptions guide
creators of financial reports. These assumptions are based on generally accepted
accounting practices and procedures; they help to ensure that financial reports are
prepared in a similar way across all businesses.

The accounting entity assumption stipulates that records of assets, liabilities and
business activities of an entity are kept separate from records relating to the activities
of the owner of the entity or of other entities. A separate set of accounting records
should be maintained for each entity, and any financial statements prepared should
only provide information about that entity.

For accounting purposes, the business is always viewed as a separate entity,
regardless of whether it is a sole trader, a partnership or a company. This assumption
supports the qualitative characteristic of relevance; personal transactions are
excluded, as they are irrelevant to the business entity. This allows the performance of
the business to be evaluated, as financial decisions will be based only on the activities
of the business entity.

The accrual basis assumption is that revenue is recognised (recorded) when it
is earned, not when the cash is received, and that expenses are recognised when
they're incurred, not when they're paid.

Under the accrual basis of accounting, profit is determined by subtracting
expenses incurred during a period from the revenue earned during that same period.

The going concern assumption is that a business entity will continue to operate,
and not be wound up, in the foreseeable future.

Financial statements prepared under this assumption help users to distinguish
between assets that are expected to provide economic benefit in future periods, and
expenses that are totally consumed within the current reporting period.

The period assumption is that financial reports are prepared for a particular period
of time, such as a month, a quarter or a year. Revenues and expenses can then be
compared over the one period of time, allowing a profit or a loss to be determined for
that reporting period.

If this is done consistently, results can be compared from one reporting period to the
next, and the performance of the business entity can be evaluated in a meaningful way.

m CHECK YOUR UNDERSTANDING >

1 Max Wilson is the owner of a car detailing firm, a clothing business and a
hardware shop. Explain how the accounting entity assumption affects the
accounting for Max's businesses.

Explain the link between the going concern assumption and the period
assumption.

The qualitative characteristic of relevance may be supported by an

U
U

accounting
assumptions
accepted practices and
assumptions followed
when creating financial
reports

accounting entity
assumption

the requirement that a
business has its own
financial status and a
separate position from
that of its owner or
other entities

accrual basis
assumption
recording revenue when
it's earned and expenses
when they're incurred

going concern
assumption

a business will continue
to operate, and isn't
expected to be wound
up in the near future

period assumption
financial activities are
recorded and reported
on for a particular
period of time

DON'T! H

accounting assumption. State the accounting assumption and explain 4

When asked for a \\

this link fully. /. qualitative characteristic
,' OR an accounting \

I assumption, donot stateoneof I===
) . i U

s each, even if you think they're ¢
\
\\ both correct. Always follow I'
\ the instruction in ’

\ . 4
\ the question. ’
\ ’

1
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CHAPTER REVIEW

KEY CONTENT

= [1.1] Accounting is a tool that analyses financial data and provides financial information. It
is a key part of a business’s overall management strategy.

= [1.1] Users of financial information determine how it is to be used. Accounting must meet
the needs of the individual user and be flexible enough to satisfy a variety of purposes.

= [1.2] Accountants are at the forefront of management decision making. There are four main
types of accountants: public, private, government and academic.

= [1.3] Accountants provide information on five major elements of financial information:
assets, liabilities, owner's equity, revenues and expenses.

= [1.4] The Accounting Conceptual Framework describes the six main qualitative
characteristics that financial reports should have.

= [1.5] There are four accounting assumptions that ensure financial reports are prepared in a
similar way across all businesses.

CHAPTER 1 EXERCISES

1 Accounting elements [m] WB PAGE 6

Melbourne Magazines publishes a range of magazines that are sold only to private
subscribers. The business accepts prepaid subscriptions; customers can pay in advance
fora one, two or three year subscription. During 2022 the firm received a total of
$180 000 for its three year subscriptions covering the years 2023, 2024 and 2025. How
should this $180 000 be reported in the financial reports of Melbourne Magazines for
the year 2022?

In your answer, discuss whether the amount in question should be treated as a revenue
item or a liability item. You should also refer to the definitions of the key elements of
accounting to justify your answer.

2 Accounting elements () we pace 7

To keep track of her business transactions, the owner of Strathmore Appliances
borrows a computer from her sister on a regular basis. The computer cost $5000 two
years ago and has recently been valued at $2800.

a How should the computer be treated in the books of Strathmore Appliances? Refer
to the appropriate definition of the accounting elements to support your answer.

b Would your answer change if the owner of Strathmore Appliances gave her sister
some electrical goods from the business as payment for the use of the computer?
Explain your answer fully.

¢ Would your answer change if the owner paid her sister $1800 for the computer?
Should the computer be recognised as an asset of the business? If you
answered 'yes’, at what value should it be recorded: $5000, $2800 or $25007?
Justify your answer.

)
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3 Accounting elements () we pace 8

The owner of Bateman's Bookstore bought $500 worth of stationery during the current
reporting period. On 30 June 2022, he found that an unopened box of pens, worth $5,
hadn't been used during the period.

a Should the entire $500 be reported as an expense in the firm’s reports? Refer to the
relevant qualitative characteristic in your answer.

b  Would it make any difference to your answer if the value of unused stationery was
$150, rather than $5? Explain your answer fully.

4 Qualitative characteristics and accounting m WB PAGE 8
assumptions

Kaylene Biffin, the owner of a small business that sells golf equipment, provides this
list of her assets to her accountant at the end of a reporting period:

cash $12 000 (including $2000 in a personal
account)

Inventory | $42 000 (Valued at estimated selling
price: the cost price was $21 000)

Vehicle $29 000 (purchased for $45 000)

Kaylene's accountant advises her that she hasn't followed acceptable accounting
assumptions and qualitative characteristics.

State and explain which accounting assumption(s) and/or qualitative characteristic(s)
Kaylene hasn't followed correctly.

5 Accounting elements Eﬂ] WB PAGE 9

Lachlan Walsh owns a menswear store trading as Sneakerboy. He rents his business
premises from City Real Estate at a cost of $40 000 per annum. During recent
negotiations the two firms agree on a one off payment of $99 000 on 1 January 2022
for the use of the property during 2022, 2023 and 2024. Lachlan believes that the
entire $99 000 should be written off as an expense in 2022, as it represents the loss of
economic resources for the year. However, a friend suggests that this would distort the
profits of the firm in the following two years.

Discuss both arguments, with reference to the definitions of the five accounting
elements and any relevant qualitative characteristics or accounting assumptions.

6 Accounting elements and qualitative EQ] WB PAGE 10
characteristics

Nick Zaita is the owner of Coburg Smallgoods. During the reporting period ending
31 December 2022, he purchased the following items:

computer ($2500)

printer ($450)

stapler ($10)

metal ruler ($4)
Nick estimates that all four items should have a useful life in the business of about
three years. However, a friend tells him that all the items are expenses to his business,
because they represent an economic sacrifice during 2022.

978 1 4202 3962 1 [CHAPTER 1] THE ROLE OF ACCOUNTING 13




a Explain the difference between an asset and an expense.

b Identify one reason why all four items should be reported as assets as at 31
December 2022.

¢ ldentify one reason why some of the items should be treated as expenses during
2022.

d Explain how the qualitative characteristic of relevance may be applied to this
situation. Taking this characteristic into account, should any of the four items be
treated as expenses for 2022? Explain your answer fully.

7 Qualitative characteristics and accounting (10 we pce 11
assumptions

For each of the following situations, identify the relevant qualitative characteristic(s)
and/or accounting assumption(s), and explain how they should be applied.

a Marcus Gigliotti is the owner of Brunswick Party Hire. On 10 June, he bought 100
chairs costing a total of $3000. On 15 June, he bought an office desk for the family
home at a cost of $1000.

b Classic Styles is a hairdressing salon owned and managed by Betty Semini. In 2005,
Betty purchased the business premises for $450 000. Three independent valuers
have inspected the property this year and have valued it at $1.1 million, $1.15 million
and $1.2 million, respectively.

¢ The owner of Paula’s Laser Rejuvenation Clinic calculated the profit of her business
in her first year using a one month reporting period. When she found that this
method was taking up too much of her time, she changed to a six month reporting
period. She then got tired of that method and now determines her business’s profit
every two years.

d Elaine Hazard hasn’t been able to keep accurate files of the documents used by her
smartphone reselling business. However, she is confident that she can remember
the transactions for the last month and prepares an income statement on the basis
of her memories. She is reasonably confident that her estimate of sales for the
month is accurate.

e Johann Gleeson is the owner of Gleeson’s Hardware Warehouse. The business
has been struggling lately, and Johann isn't certain that he will continue to operate
next year. With this in mind, he prepares a balance sheet on the basis of what he
expects to receive if he decides to sell the firm’s assets.

f Nancy Mifsud doesn't think it's necessary to prepare an income statement and
balance sheet every year. She has been in business as Moonee Ponds Camping

Gear for three years, and has just completed accounting reports for this three year
period showing a profit of $65 000.

)
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Anthony Orlando operates an accounting practice that specialises in providing taxation
and business advice to retail traders. His business is located across the road from a major
shopping centre where he has several clients, including Lachlan Walsh, the owner of
Sneakerboy.

Recently the shopping centre expanded, bringing a number of potential new clients for
Orlando’s business. Two different business operators, both opening new luxury sneaker
stores, approached him for accounting advice. Anthony isn't sure whether he should
provide advice to them. He has asked you what you think he should do.

Discuss this ethical issue. Consider both the potential benefits to Orlando’s business,
as well as the negative aspects associated with this decision. Also provide a conclusion,
including your recommendation to Orlando.

m WB PAGE 14

Being a professional accountant takes more than just completing your VCE course. You
need to be a qualified Chartered Accountant (CA) or Certified Practicing Accountant (CPA),
both of which require a recognised tertiary qualification, practical experience of working
with a qualified accountant and ongoing professional development.

However, many opportunities open up for a qualified accountant. Certification is
recognised internationally and allows you to work anywhere in the world. Various
professions work with chartered accountants, helping them develop their skills and placing
them into interesting, challenging roles worldwide.

The two main professional accounting bodies in Australia are CPA Australia and the
Institute of Chartered Accountants in Australia. Visit their websites and answer the
following questions.

What are the requirements for membership of these two organisations?

=p

How many members does each organisation have?

(1]

What services and/or information are available for students of accounting?

o

What are the benefits of being a member of each organisation? What professional
career opportunities would there be for you if you were to join one of them?

CPA Australia  mea.digital/cpaaustralia
ICAA mea.digital/charteredaccountants
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CHAPTER CHECKLIST

Now that you have finished Chapter 1, double check your progress.

Are you ready for your Unit 3 assessment?

I have ...

// completed all ‘Check Your Understanding’ questions
 completed all exercises

(// completed the end of chapter activities

/ handed in my workbook for marking.

| understand ...

(// accounting assumptions and qualitative characteristics as applicable
(// the accounting elements: assets, liabilities, owner's equity, revenues and expenses
 classification of assets and liabilities into categories of current and non current

(/ ethical considerations when making business decisions in relation to operating
a trading business.

lcan ...

(// use correct accounting terminology

/ explain and apply relevant qualitative characteristics and accounting assumptions

(/ distinguish between current and non current assets, and current and non current
liabilities

/ discuss ethical considerations involved in decisions made by owners of trading
businesses.

© VCAA; by permission.

60

Make sure you
one more
time when preparing for
the exam.

@ g @ mea.digital/acc34 1

Read back over Watch the
the chapter now, then , then ask
complete the your teacher if you need
additional help.

)
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BALANCE SHEETS

In Chapter 1 you learnt about LEARNING OBJECTIVES
accounting reports and how

they help management to make By the end of this chapter, you will be able to:
decisions. In this chapter you will » explain the purpose of a balance sheet [2.1]
look at one of the most important
reports the balance sheet, which
shows a business'’s financial

= explain the concept of net worth [2.1]

= prepare a balance sheet for a small business in both
T form and narrative form [2.1]

position.
Throughout this chapter and = prepare a classified balance sheet using appropriate

this entire unit, keep in mind the headings [2.2]

six qualitative characteristics and = explain the difference between interest only loans and
the four accounting assumptions. instalment loans [2.3]
They inform all of the decisions = show the two fold effect of financial transactions on
that accountants make as they the balance sheet [2.4]

collect data and report on their . .
find = explain how revenues and expenses affect owner’s

indings.

equity in a balance sheet [2.4]

UNIT 3 - PROGRESS @) — ")

Financial
transactions and
balance sheets

Classifying
balance sheets

Balance sheets Classifying loans Chapter review
and exercises
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1) BALANCE SHEETS

balance sheet The balance sheet is prepared at the end of every reporting period. It shows the

an accounting report financial position of a business at a particular point in time. A balance sheet has three
that states the financial . .

position of a business at main sections.

a particular point in time Assets: The economic resources controlled by an entity as a result of past events.

These resources have the potential to produce future economic benefits.
Liabilities: The present obligations of an entity to transfer economic resources as
a result of past events.

Owner’s equity: The residual value of the assets of an entity after its liabilities are
deducted. This is also referred to as the net worth of the business. The owner’s
equity usually consists of the capital contributed by the owner, plus any profits
earned by the firm that haven’t yet been distributed.

As you learnt in Chapter 1, the accounting equation connects these three concepts,
and is the basis of all balance sheets. It states that:

Assets = liabilities + owner’s equity
A=L+OE

To highlight the net worth of a business, it can be expressed as:

Owner’s equity = assets — liabilities
OE=A-L

FIGURE 2.1 Balance sheet: T-form presentation

CITY CYCLES: BALANCE SHEET AS AT 30 JUNE 2023

[ Assets $ Liabilities 7 $ $ |
| Cash at bank 3000 | GST clearing | 1000 |
‘ Accounts receivable 15000 | Accounts payable 14 000 ‘
‘ Inventory 50000 | Loan (due 30/6/25) 30 000 45000 ‘
‘ Office equipment 14 000 | Owner's equity ‘
‘ Vehicles 68 000 | Capital — Ebony Rae 105 000 ‘
! Total assets $150 000 | Total equities . $150 000 ‘

The accounting equation in this balance sheet is:

Assets $150 000 = liabilities $45 000 + owner’s equity $105 000

Equities are any legal claim on the assets of the business. Liabilities include all
external equities, as these are obligations of the business to outsiders. The internal
equity is the owner’s claim on the firm. This is the net worth of the business to the
owner, Ebony Rae.

)
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NARRATIVE REPORTS

AT form balance sheet can be redrafted into a narrative format. While a T form
statement shows the basic accounting equation across the page, the narrative format
is prepared vertically, down the page.

A narrative statement can be prepared in two different styles. The first style shows
the assets of the firm in the top half of the report, followed by liabilities and owner’s
equity in the bottom half. Figure 2.2 presents the same City Cycles information as in
Figure 2.1, but in this standard narrative format.

City Cycle’s
internal equity
is the business’s
net worth to the

owner.

FIGURE 2.2 Balance sheet: standard narrative presentation

CITY CYCLES: BALANCE SHEET AS AT 30 JUNE 2023

$ $
Assets
Cash at bank 3000
Accounts receivable 15000
Inventory 50 000
Office equipment 14 000
Vehicles 68 000
Total assets $150 000
Liabilities
GST clearing 1000
Accounts payable 14 000
Loan (due 30/6/25) 30000 45 000
Owner’s equity
Capital — Ebony Rae 105 000
Total equities $150 000
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A second style of narrative report highlights the net worth of the business. Many
company reports use this style of presentation, and it has additional value when
preparing a classified report (page 21). This statement uses the accounting equation of
OE = A - L. Figure 2.3 shows the City Cycles report in this second style of format.

FIGURE 2.3 Narrative form balance sheet highlighting owner’s equity

CITY CYCLES: BALANCE SHEET AS AT 30 JUNE 2023

$ $
Owner's equity
Capital — Ebony Rae 105 000
Is represented by:
Assets
Cash at bank 3000
Accounts receivable 15000
Inventory 50 000 |
Office equipment 14 000
Vehicles 68000 150000
Less: Liabilities
GST clearing 1000 |
Accounts payable 14 000
Loan (due 30/6/25) 30000 45000
Net assets " 105 000

In this style of narrative report, the owner’s equity figure is shown as being equal to
the net assets of the business. The value of the net assets is calculated by subtracting
the total liabilities from the total assets.

T form and narrative form balance sheets show exactly the same information. The

only difference is the style of presentation.

m CHECK YOUR UNDERSTANDING ) () we pace 16

Describe the purpose of preparing a balance sheet for a small business.

Explain what the term ‘net worth” means.

State the two components of owner’s equity.

B WN =

Identify the differences between a T-form and a narrative form of balance sheet.

)
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m CLASSIFYING BALANCE SHEETS

In order to provide more information about a business, a balance sheet can be
classified to include groups of similar items. Assets are usually classified according to
their liquidity; that is, how quickly they can be turned into cash or used up. Liabilities
are classified on the basis of how urgently they need to be repaid.

Typical headings used for classification are shown in Figure 2.4.

FIGURE 2.4 Typical balance sheet headings

Current assets Non-current assets

TYPICAL BALANCE
SHEET HEADINGS

Current liabilities Non-current liabilities

Current assets: This classification includes cash and other economic resources
that are usually held for the purpose of sale or trading. They are reasonably
expected or intended to be converted into cash, or sold, or consumed by a
business within 12 months from the end of the reporting period. Current assets
include cash on hand, cash at bank, short term investments, inventory (goods held
for resale), materials or supplies (e.g. stationery), and amounts owing by credit
customers (usually referred to as accounts receivable).

Non-current assets: These are longer term assets. They are usually acquired
with the intention of using them for a number of years and are not held for
resale. Typical non current assets are computers, vehicles, machinery, furniture,
equipment, property and long term investments.

Current liabilities: This classification includes all liabilities that are reasonably
expected to be settled within 12 months from the end of the reporting period.
Current liabilities include items such as bank overdrafts, short term loans, and
amounts owing to suppliers who have extended credit to the business (usually
referred to as accounts payable).

Non-current liabilities: These are the longer term obligations of the business,
which don’t need to be fully settled within 12 months. They are also known as
deferred liabilities. Debts for which the payment has been deferred over a period
greater than 12 months (e.g. mortgage loans) are listed under this heading.

’

\

4

EXAM SUCCESS
Balance sheets

are classified to help
satisfy the demands
of understandability.

978 1 4202 3962 1 [CHAPTER 2] BALANCE SHEETS 21



Even though a loan may be taken out over 10 years, the amount due within the
following 12 months is still a current liability. The amount to be repaid over the
remaining nine years is a non current liability.

Figure 2.5 redrafts the City Cycles T form balance sheet using these headings to
classify assets and liabilities.

FIGURE 2.5 Classified balance sheet (T-form)

CITY CYCLES: BALANCE SHEET AS AT 30 JUNE 2023

Assets $ $ Liabilities $ $
Current assets Current liabilities
Cash at bank 3000 GST clearing 1 000
Accounts receivable 15000 Accounts payable 14 000
Inventory 50 000 68 000 | Loan 15 000 30 000
Non-current assets Non-current liabilities
Office equipment 14 000 Loan (due 30/6/25) 15000
Vehicles 68 000 82 000 | Owner's equity

Capital — Ebony Rae 105 000
Total assets 150 000 | Total equities 150 000

You can see that City Cycles needs to repay a loan, which has been divided into
two parts. The loan is due over the next two years, with $15 000 due within the next
12 months, and the remaining $15 000 due the following year.

Classified statements can also be prepared using either of the two narrative
formats, as shown in Figures 2.6 and 2.7.

FIGURE 2.6 Classified balance sheet (standard narrative)

CITY CYCLES: BALANCE SHEET AS AT 30 JUNE 2023

Assets $ $
Current assets

Cash at bank 3000

Accounts receivable 15000

Inventory 50 000 68 000
Non-current assets

Office equipment 14 000

Vehicles 68 000 82 000
Total assets 150 000
Liabilities

Current liabilities

GST clearing 1000

Accounts payable 14 000

Loan 15000 30000
Non-current liabilities

Loan (due 30/6/25) 15000
Owner’s equity

Capital — Ebony Rae 105 000
Total equities 150 000

)
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FIGURE 2.7 Classified balance sheet (narrative highlighting owner’s equity)

CITY CYCLES: BALANCE SHEET AS AT 30 JUNE 2023

Owner’s equity $ $
Capital — Ebony Rae

Is represented by: 105 000
Current assets

Cash at bank 3000

Accounts receivable 15000

Inventory 50 000 68 000

Current liabilities

GST clearing 1000

Accounts payable 14 000

Loan 15000 30 000

Working capital 38 000

Non-current assets

Office equipment 14 000

Vehicles 68 000 82 000
120 000

Less: Non-current liabilities

Loan (due 30/6/24) 15 000

Net Assets 105 000

Working capital is the value of current assets minus current liabilities. It is the liquid
funds of a business that can be used in its day to day trading operations.

Classified balance sheets provide more information than unclassified forms. The
longer term assets are grouped together, with the firm's liquid assets and short term
obligations clearly identified. These groupings can be used as analytical tools when
examining a business.

m CHECK YOUR UNDERSTANDING >

1

Distinguish between the following sets of terms, and identify two examples for each.
a Current assets and non-current assets

b Current liabilities and non-current liabilities

Explain how a classified balance sheet is more informative for a business owner.
Explain what the term ‘working capital’ means.

A business has current assets of $150 000, but current liabilities of $190 000.
Calculate its working capital and comment on its working capital situation.

working capital
current assets minus
current liabilities

m WB PAGE 17
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interest-only loan

a loan that only requires
payment of interest
during its life, with the
amount borrowed
repaid in one lump

sum at the end

instalment loan

a loan that requires
scheduled repayments
of both principal and
interest throughout

its life

)

m CLASSIFYING LOANS

When loans are included in a balance sheet, they can be classified in a number of
ways. Figure 2.5 (page 22) showed how a two year loan may be reported as both
a current and a non current liability, with half of the loan being shown under each
heading. The way a business owner treats a liability depends on the type of loan.

In basic terms, there are two ways a business may borrow money: interest only
loans and instalment loans.

INTEREST-ONLY LOANS

Interest-only loans don’t require the borrower to repay the amount borrowed (the
principal) until the loan period has expired. Until that time, the borrower only has to
pay the interest due to the lender each year.

Interest only loans are classified as non current liabilities in balance sheets until the
date the principal has to be repaid.

EXAMPLE 2.1

On 1 December 2023, Nadim’s Halal Foods borrows $40 000 as an interest-only loan over
five years at 10% per annum interest.

Over the course of the loan, the business only needs to pay the interest of $4000
(10% of $40 000) each year.

None of the principal (the original $40 000 borrowed) needs to be repaid until the five
years have passed (30 November 2028).

This type of loan has advantages for a business, as it gives the owner time to
accumulate the amount needed to make a single repayment of the principal. However,
it requires excellent planning skills, because the total amount borrowed has to be
available on the day the loan period expires.

Interest only loans are classified as non current liabilities because they don’t need
to be repaid within 12 months from the end of the current reporting period.

EXAMPLE 2.2

Nadim’s Halal Foods reports the $40 000 as a non-current liability for the first four years
that the business has the loan.

Its reporting period ends on 31 December each year, so the loan is reported under the
non-current liability heading at the end of 2023, 2024, 2025 and 2026.

When Nadim’s balance sheet is prepared on 31 December 2027, however, the loan
will be due in only 11 months (30 November 2028).
For this balance sheet, the loan is reported as a current liability because it will need to be
repaid within 12 months of the current reporting period.

When classifying an interest only loan in a balance sheet, always check the date when
the principal has to be repaid.

INSTALMENT LOANS

Instalment loans, as the name suggests, require the borrower to make scheduled
repayments throughout the life of the loan. These instalments are usually stated

as a dollar amount, paid per month or per quarter. This allows a business owner to
avoid having to make one lump sum payment, as is done with the repayment of the
principal under interest only loans.
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However, instalment loans must be repaid constantly throughout the loan
period, which means owners have to ensure that cash is available each month to
meet the repayment. This may put a business under steady pressure for several
reporting periods.

EXAMPLE 2.3

On 31 December 2023, Essendon Books borrows $50 000 from the bank over five years.

ESSENDON BOOKS: BALANCE SHEET (EXTRACT) AS AT 31 DECEMBER 2023

Current liabilities

Bank loan 10 000
Non-current liabilities

Bank loan 40 000 50 000

The loan involves equal repayments over the five years, so the business must repay
one-fifth of the $50 000 in the next 12 months. To reflect this, $10 000 has been reported
as a current liability, with the remaining $40 000 as a non-current liability.

One year later, the situation would be:

ESSENDON BOOKS: BALANCE SHEET (EXTRACT) AS AT 31 DECEMBER 2023

Current liabilities

Bank loan 10 000
Non-current liabilities

Bank loan 30 000 40 000

As a full year has passed, one-fifth of the loan has been repaid. The business now owes
$40 000 in total to the bank.

Once again, the owner has an obligation due within the next 12 months (another
$10 000), which is reported as a current liability.

The non-current liability will be reduced by $10 000 each year until only $10 000 is left
unpaid. When this occurs, the remaining $10 000 amount will be reported as a current
liability.

Note: The loan calculations in these examples only relate to the repayment of the
principal amount borrowed. The payment of interest on loans is treated separately,
because interest payments represent the cost of borrowing money. Interest is

reported as an expense item in each reporting period that the loan exists.

m CHECK YOUR UNDERSTANDING >

1 Distinguish between an instalment loan and an interest-only loan.

2 State one advantage and one disadvantage of both instalment and interest-
only loans.

3 Most business loans are instalment loans. Describe a business or industry
where interest-only loans may be more suitable. Explain your answer fully.

I’ EXAM SUCCESS

Il Questions in your
) Accounting exam

;  may state the actual

I' monthly repayment of

) a loan in dollar terms.
4 Multiply the monthly
4 repayment by 12 to

‘\ determine the amount to
v\ Dbereported as a current
‘\ liability. The remainder

b of the loan is then

\

\\ listed under
\ non-current
' liabilities.
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GST liability

an obligation to the
ATO because the
business has collected
(or charged) more GST
than it has paid

GST refund

an amount owed by
the ATO because the
business has paid
(or been charged)
more GST than it has
collected

)

FINANCIAL TRANSACTIONS AND
BALANCE SHEETS

The balance sheet reports the values of assets, liabilities and owner’s equity at a given
date. These three main groups make up the basic accounting equation.

As you learnt in Chapter 1, two other categories of items are also affected by
transactions:

Revenues: Revenues usually arise through the provision of services or the sale of
goods; for example, charter fees for a bus company, ticket sales for a cinema, cash
or credit sales of inventory by a trading firm, and interest on investments.

Expenses: Expenses include such items as wages, advertising, rent, insurance,
depreciation of non current assets and the cost price of inventory sold.

Under the accrual basis assumption of determining profit (see Chapter 1), revenue
earned minus expenses incurred equals the net profit earned for a period. All of the
revenue and expense items relating to a particular reporting period are shown in an
accounting report known as an income statement. The net profit or loss is then added
to or subtracted from the owner’s equity in the balance sheet.

Income statements will be covered in detail in Chapter 11. At this stage, it is
important to understand that revenues increase owner's equity, while expenses
decrease it.

THE TWO-FOLD EFFECT OF TRANSACTIONS

Every financial transaction entered into by a business will affect at least two items
in the business’s balance sheet. This ‘two fold" effect of transactions is the basis of
double entry accounting. Figure 2.8 on the next page demonstrates how individual
transactions have a two fold effect on the balance sheet of a small business.

In addition, transactions that attract the Goods and Services Tax (GST) have to be
reported in the balance sheet. When GST is collected by a business, it increases the
liability owing to the government. If a business pays GST on items purchased, this
decreases the GST liability, or may even create an asset (if the business is owed a
GST refund).

Every financial
transaction will
affect at least
two items in the
balance sheet.

Transaction
Summary
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FIGURE 2.8 The two-fold effect of transactions on the balance sheet

Transaction

1 Owner deposited
$200 000 cash to

commence business

2 Took out an interest-only
loan of $60 000

3 Bought shop fittings for
$20 000 cash, plus GST of
$2000

4 Purchased inventory on
credit for $25 000, plus
GST of $2500

5 Sold goods for $3000 cash,
plus GST of $300 (cost
price of goods sold $1000)

6 Paid wages for the week of
$1000

First effect

Increase Cash at Bank

account (asset) by
$200 000

Increase Cash at Bank
account (asset) by $60 000

Increase Shop Fittings
account (asset) by $20 000

Decrease GST Liability
account by $2000

Increase Inventory account
(asset) by $25 000

Decrease GST Liability
account by $2500

[1] Increase Cash at Bank
account (asset) by
$3300 and decrease

Inventory account
(asset) by $1000

[2] Total overall increase in
assets $2300

Decrease Cash at Bank
account (asset) by $1000

Second effect

Increase Capital account
(owner's equity) by
$200 000

Increase Loan account
(liability) by $60 000

Decrease Cash at Bank
account (asset) by $22 000

Increase Accounts Payable
account (liability) by
$27 500

[3] Increase GST Liability
account by $300

[4] Increase Capital
account (owner's
equity) by $2000

[5] Revenue $3000 less
expense $1000 = $2000
profit
Total increase $2300

Decrease Capital account

(owner's equity) by $1000,

as wages are an expense

Regardless of the nature of the transactions, there will always be at least two items
affected in the firm'’s balance sheet.
For example, item 5 in Figure 2.8 shows what happens to the report when goods

are sold for cash:

[1] One asset increases (Cash at Bank by $3300), while a second asset decreases

(Inventory by $1000).

[21 The net effect of this transaction is a total overall increase in assets of $2300.

[31 The GST Liability account increases by $300, because the business collects
$300 on its sale on behalf of the government.

[4] Owner's equity also increases by $2000, because this is the actual profit made
on the sale of the goods. This figure represents the net gain made on the sale.

[5]1 The inventory sold cost $1000 and was sold for $3000, so the owner ultimately
experiences a $2000 increase in net worth.

Similarly, in item 6, which involves the payment of an expense, both the Cash at Bank
account and the owner’s equity experience a decrease of $1000.
Always keep in mind that revenue items increase an owner’s equity, while expense

items decrease it.
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TRANSACTION WORKSHEETS

A second way to show the effect of transactions on the balance sheet is to use a
worksheet. The worksheet is based on the accounting equation, with assets on the
left side and liabilities and owner’s equity on the right side.

The worksheet in Figure 2.9 includes the same transactions as in Figure 2.8, but this
time each item in the balance sheet is changed as the transactions are considered.

FIGURE 2.9 Worksheet approach

Owner's

. Assets Liabilities
Transactions equity

Cash at Shop GST Accounts
bank  Inventory fittings  clearing payable Loan Capital

$ $ $ $ $ $ $

1 Owner +200 000 +200 000
deposited
$200 000
cash to
commence
business

2 Took out an +60 000 +60 000
interest-only
$60 000 loan

3 Bought —22 000 +20 000 -2 000
shop fittings
for $20 000
cash, plus
GST of
$2000

4 Purchased +25 000 -2500 +27 500
inventory
on credit
for $25 000,
plus GST of
$2500

5 Sold goods +3 300 —-1000 +300 +3 000
for $3000 -1 000
cash, plus =
GST of $300 +2 000
(cost price
of goods
sold: $1000)

6 Paid wages -1 000 -1 000
for the
week of
$1000

Overall 240 300 24 000 20 000 (4 200) 27 500 60000 201 000
result

The final results of the transactions may then be reported in a formal balance sheet,
using the accounting equation of assets = liabilities + owner’s equity.

)
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BALANCE SHEET

Assets $ Liabilities $ $

Cash at bank 240 300 | Accounts payable 27 500

GST clearing | 4200 | Loan from bank | 60000 87500

Inventory 24000 | Owner’s equity

Shop fittings 20000 | Capital 201 000
288 500 288 500

In relation to the GST, note that the balance of $4200 has been reported as an asset
(GST Clearing). At this point in time, the business has paid $4200 more in GST than it
has collected. Some accounting software may report this as a negative amount in the
current liabilities section of a balance sheet. However, this figure represents a future
benefit to the business (a GST refund), so it should be reported as a current asset.

While this example shows how transactions have a two fold effect on the balance
sheet, it isn't practical for real businesses to draw up tables like Figure 2.8 to record
transactions. Later chapters show some of the accounting procedures used in real
businesses. However, such procedures are still based on the principle that every
transaction has a two fold effect on the balance sheet, no matter how large or small
the business.

PREPARING BALANCE SHEETS FOR EVERY TRANSACTION

A second approach is the preparation of a balance sheet after every transaction.
Again, accountants don't record transactions this way in practice, but it's a useful way
to learn about how transactions affect a firm's accounting equation.

The following transactions relate to the business of Joulian's Carpets. After each
transaction a new balance sheet has been prepared, showing the firm'’s current
financial situation.

L T o e T T =3
v 1 July AC Joulian deposited $300 000 to commence business i
JOULIAN'S CARPETS: BALANCE SHEET AS AT 1 JULY 2023
 Assets $ | Owner's equity $
Cash at bank 300 000 | Capital 300 000
300 000 300 000
Balance sheet changes:
increase in Cash at Bank (asset) of $300 000
increase in Capital (owner’s equity) of $300 000.

()
]
' 2 July Purchased inventory for the business for cash at a cost of $30 000, :

: plus GST of $3000 ,
JOULIAN'S FURNITURE: BALANCE SHEET AS AT 2 JULY 2023
Assets $ Owner’s equity $ ‘
Cash at bank 267 000 | Capital 300 000 ‘
Inventory 30000 ‘
GST clearing 3000 ‘
300 000 300 000 |
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Balance sheet changes:
Cash at Bank (asset) decreases by $33 000
Inventory (asset) increases by $30 000
business is owed $3000 for the balance of its GST account.

()
P (*2)
+ 3 July Purchased a second-hand vehicle for the business at a cost of ;
: $50 000, paying $10 000 cash with the balance payable to Auto |
: Sales within 60 days !
JOULIAN'’S CARPETS: BALANCE SHEET AS AT 3 JULY 2023
Assets $ Liabilities $
Cash at bank 257 000 | Accounts payable 40000
Inventory 30 000 | Owner’s equity
GST clearing 3000  Capital 300 000
Vehicle 50 000
340 000 340 000
Balance sheet changes:
Cash at Bank (asset) decreases by $10 000
Vehicle (asset) increases by $50 000
Accounts Payable (Auto Sales) (liability) increases by $40 000.
-----------------------------------------------------------------
4 July Paid for advertising $3000 and insurance $2000 (plus GST of $300 =

and $200, respectively)

JOULIAN'’S CARPETS: BALANCE SHEET AS AT 4 JULY 2023

Assets $ Liabilities $
Cash at bank 251 500 | Accounts payable 40 000
Inventory 30 000 | Owner’s equity
GST clearing 3500 | Capital 295000
Vehicle 50 000

335000 335000

Balance sheet changes:

Cash at Bank (asset) decreases by $5500

GST clearing goes up by $500 (as these expenses attracted GST)

Capital (owner’s equity) decreases by $5000.

____________________________________________________________________

JOULIAN'’S CARPETS: BALANCE SHEET AS AT 5 JULY 2023

Assets $ Liabilities $
Cash at bank 262 500 | Accounts payable 40000
Inventory 26 000 | Owner’s equity
GST clearing 2500 | Capital 301 000
Vehicle 50 000

341 000 341 000
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Balance sheet changes:
$4000 worth of goods were sold, so Inventory (asset) decreases by $4000

Cash at Bank (asset) increases by $11 000 (including GST) R—— ﬁ
V4
Capital increases by $6000, representing the profit made on the sale B g DON'T! .
($10000 $4000 = $6000). ,/  Eventhough %\
. , revenues and expenses R
GST Clearing (asset) goes down by $1000. | affect the owner's equity, |

\ .
Note the change in GST Clearing. The business previously paid $3500 GST but \\ fsgosftéfﬁsaagzgiz /r'

has now collected $1000 GST on its sales. The $1000 GST it collected has been b sheet. J
deducted from the GST it paid previously, meaning that the government now owes Semmmmm—= o
the business a GST refund of $2500.

Daily sales are
recorded as a

single large

_ transaction,
rather than
multiple small
transactions.

(frwm)
X =

6 July Sold goods on credit for $10 000, plus GST of $1000 (cost price of &
inventory sold $5000) :

_____________________________________________________________________

JOULIAN'S CARPETS: BALANCE SHEET AS AT 6 JULY 2023

_________________________________________________________________

Assets $ Liabilities $
Cash at bank 262 500 | Accounts payable 40000
Inventory 21 000 | Owner’s equity
GST clearing 1500 | Capital 306 000
Accounts receivable 11000
Vehicle 50 000

346 000 346 000

This transaction is similar to the previous one except that, instead of Cash at Bank
increasing, it results in the creation of an accounts receivable asset.
Balance sheet changes:

Accounts Receivable increases by $11 000 (sale of $10 000, plus GST of $1000)
GST Clearing decreases by $1000

Inventory (asset) decreases by $5000

Owner's equity increases by $5000 ($10 000 $5000 = $5000 profit).
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________________________________________________________________________

' 7 July Repaid Auto Sales $15 000 of amount owing & =—,/J
JOULIAN'’S CARPETS: BALANCE SHEET AS AT 7 JULY 2023

‘ Assets $ | Liabilities $

‘7 Cash at bank I 247 500 ‘ Accounts payable 25000 V

‘ Inventory 21000 H Owner’s equity

| GST clearing 1500 | Capital 306 000

’ Accounts receivable 11000 |

' Vehicle 50 000 |

| 331000 | 346 000

Balance sheet changes:
decrease in Cash at Bank (asset) of $15 000

corresponding decrease in Accounts Payable (Auto Sales) (liability) of 15 000.

As you can see, every financial transaction affects the balance sheet of a business in
at least two ways. Revenue earned increases the owner’s claim on the firm, while
expenses incurred decrease the owner’'s equity.

Regardless of the nature of the transaction, the accounting equation must always
hold true: assets must always equal liabilities plus owner’s equity.

Individual or summary accounts?

If a business only has a few suppliers providing inventory on credit, it may maintain
individual accounts payable in the general ledger. At the end of the period, the
individual accounts may also be shown in the balance sheet. However, if a business
has numerous accounts payable, it may just provide a summary figure and a total of
the amount.

Similarly, if a business provides goods on credit, entries may be required in
multiple ledger accounts for each individual accounts receivable. Each individual
customer may also be listed in the balance sheet to provide relevant information.
However, if a business has many credit customers, this may clutter up the balance
sheet with unnecessary detail.

m CHECK YOUR UNDERSTANDING > () we pace 19

1
2

)

Explain how revenue and expense items affect the balance sheet of a business.

A business has collected GST of $1200 on its cash sales and has paid $400 GST to
its suppliers. Explain how this firm should report GST in its balance sheet.

GST may be reported in two different ways in a balance sheet. Describe these,
giving examples as part of your answer.

32 @ [UNIT 3] FINANCIAL ACCOUNTING FOR A TRADING BUSINESS 978 1 4202 3962 1



CHAPTER REVIEW

KEY CONTENT

= [2.1] A balance sheet shows the financial position of a business at a particular point in
time. It provides information on assets, liabilities and owner’s equity, reflecting the
accounting equation: A=L + OE (orOE=A L)

= [2.1] Balance sheets can be created in a T form style or narrative style. Narrative reports
show the same information as T form reports but may be easier to understand.

= [2.2] In order to provide more information about a business, a balance sheet can be
classified to include groups of similar items under headings. Typical headings include:
¢ Current assets
¢ Non current assets
¢ Current liabilities
¢ Non current liabilities

= [2.3] A business may borrow money in the form of an interest only loan or an instalment loan.
Interest only loan: borrower repays the principal of the loan when the loan period has
expired Instalment loan: borrower makes scheduled repayments of the principal
throughout the life of the loan.

= [2.4] Transactions such as revenues and expenses aren't reported directly in a balance
sheet. However, they affect the value of assets, liabilities and owner’s equity, which
are reported.

= [2.4] All transactions will affect at least two items in a firm’s balance sheet. This ‘two fold’
effect of transactions is the basis of double entry accounting.

CHAPTER 2 EXERCISES

1 Classifying balance sheet items [ED] WB PAGE 20

The following items relate to the business Galaxy Games. For each item, state whether
it would appear in a balance sheet (under the headings ‘Current assets’, ‘Non current
assets’, ‘Current liabilities’, ‘Non current liabilities” and ‘Owner’s equity’) or whether it is
irrelevant.

Office furniture

Cash on hand

Bank overdraft

Amounts owing by credit customers
Office equipment

Inventory of games

GST refund due from the ATO

Land and buildings

> Q = 0 Q 6 T o
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i Mortgage loan

Office stationery on hand

=

Owner's personal vehicle

Two year term deposit made in the name of the business

m Three year loan taken out by the owner’s husband
n  Amount invested by the owner to commence business
o Amounts owing to suppliers of toys and games
p GST owing to the ATO
B serebsheer 2 Preparing balance sheets [m] WB PAGE 20

The owner of Central Office Supplies provides the following information concerning his
business as at 30 September 2023.

Cash on hand $200

Inventory $56 000

Cash at bank $3200

Amounts owing by credit customers (accounts receivable) $4400

Vehicle $48 000

Amounts owing to suppliers (accounts payable) $3300

GST liability $300

Loan from National Australia Bank (due 31/8/24) $22 000

a Prepare a classified balance sheet as at 30 September 2023.

b State the accounting equation of the firm as at 30 September 2023.

SPREADSHEET 3 Preparing balance sheets [EQ] WB PAGE 21
The following information is supplied by the owner of Vintage Vinyl on 31 August 2023.

Cash on hand $500
Bank overdraft $1000
Business premises $720 000
Accounts payable $6500
Inventory $59 700
Accounts receivable $4480
Office furniture and fittings $12 000
Vehicles business $31 000 and private $28 000
Mortgage loan (due 2034) $180 000
Personal home loan $234 000
Loan for business vehicle $8000 (repayable over next two years)
GST liability $2400
a Using the relevant information from the items listed, prepare a classified balance
sheet for Vintage Vinyl as at 31 August 2023.
b Explain your treatment of the following items:
i vehicle private ii personal home loan.

Refer to the relevant qualitative characteristic and/or accounting assumption in your
answer.

¢ State the accounting equation in the balance sheet in part a, clearly showing the
net worth of the business to the owner.

)
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4 Preparing balance sheets [ED] WB PAGE 22 EcH| SPREADSHEET

The following financial items relate to Schulberg’s Car Yard, a business that sells
quality cars.

Cleaning equipment $5800

Cash at bank $1000

Office furniture $5800

Starting capital contributed by Renee Schulberg $340 000

Accounts payable Deluxe Car Auctions $129 000

Office equipment $4900

Inventory of cars $582 000

Accounts receivable $109 500

Loan from National Australia Bank (due 15/7/24) $15 000

Land and buildings $895 000

Inventory of cleaning materials $860

Mortgage loan on premises $375 000 (repayable $1600 per month)

GST paid $10 240

GST collected $15 440

Additional information

= The owner says that she has earned a profit in the two years the business has been
operating, and that these amounts have been retained within the business. The
actual amount of these profits isn't known.

= A friend of the owner recently offered her $3500 for the firm’s office equipment.

= The owner is thinking of buying a computer system for the business during October
2023 for about $2000.

a Prepare a classified balance sheet for Schulberg’s Car Yard as at 30 September
2023.

b Explain your treatment of each of the additional information items. Refer to the
qualitative characteristics or any relevant accounting assumptions.

5 The two-fold effect of transactions F;Q] WB PAGE 22

Jack Rio set up his small business, Jack’'s Cabinets, on 1 March 2023. During the first
week, he had the following business transactions:

E Mar 1 The owner deposited $375 000 cash to start the business ==
i 2 Bought an office desk for $2000 cash, plus GST of $200

: 3 Purchased inventory for $10 000 cash, plus GST of $1000

i 4 Bought an office computer for $5000, plus GST of $500, on credit from
i City Computers

. 5 Sold goods that had cost $4500 for $8500 cash, plus GST of $850

i 6  Paid for advertising $1000, plus GST of $100

Prepare a table to show the two fold effect of each of these six transactions.
(Hint: Use the format shown in Figure 2.8.)

978 1 4202 3962 1 [CHAPTER 2] BALANCE SHEETS 35




S| sPREADSHEET 6 The two-fold effect of transactions () we pace 23
The following information comes from the books of Smartphone Select:

""“""'"'"'""""""""""""""""t_l

May 1 The owner, Alice Dobson, contributed cash of $95 000, Inventory of e
$15 000 and a vehicle valued at $25 000 to the business

2 Sold inventory for cash $9000, plus GST of $900 (cost price $4000)

3 Bought second-hand shop fittings for $14 000, paying $4000 deposit
with the balance due in 30 days to Colin Carpenter

4 Sold goods for cash $3000, plus GST of $300 (cost price $1200)

5 Sold goods on credit to S Catania for $2000, plus GST of $200 (cost
price $800)

6 Paid wages for week $500

7 Purchased more inventory on credit from Android Direct $8000, plus
GST of $800

8 The owner withdrew $1000 from the business for personal use
9 Paid advertising of $100, plus GST of $10
10 Received cash from S Catania $1200

r
1
1
1
]
1
]
1
1
]
1
1
1
1
I
1
]
1
1
]
1
1
1
1
]
1
]
1
1
]
1
1
1
1
]
1
1
1
1
]
1
1
1
1
]
1
1
1
1
]
1
1
1
1
]
1
]
1
1
]
1
1
1
1
1
1
]
1
=

a Prepare a worksheet to show the two fold effect of the listed transactions for the
period 1 10 May. Follow the format shown in Figure 2.9 and use the following
headings:

Assets: Cash at Bank, Inventory, Accounts Receivable, Vehicle, Shop fittings
Liabilities: GST, Accounts Payable
Owner’s equity: Capital

b Prepare a balance sheet as at 10 May 2023.

EEE| SPREADSHEET 7 Transactions and the balance sheet () we pace 24

The following transactions relate to Aberfeldie Camera Supplies. After each transaction,
prepare a new balance sheet for the business and state the accounting equation as at

that date.
2023 ()
X =
Apr 1 Farouk Hussain (proprietor) deposited $100 000 cash to commence —)
business

2 Bought inventory costing $8000, plus 10% GST, for cash

3 Purchased shop fittings on credit from Fawkner Shop Fitters at a cost
of $16 000, plus GST of $1600

4 Hussain contributed a personal computer valued at $1500 to the
business

5 Borrowed $5000 over three years from NAB

6 Repaid Fawkner Shop Fitters $10 000

7 Paid wages to the assistant of $800

8 Sold goods that had cost $1500 for $3000 cash, plus GST of $300

)
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8 Preparing balance sheets () wepace 28 [EE] sprenpseeT

Emily Paul is the owner of Kennels & Cages, a small business that specialises in
homes for pets. After each of the following transactions, prepare a new balance sheet
for the business.

_____________________________________________________________________

May 1 Emily contributed $120 000 cash and $3000 worth of equipment to
start her business

2 Paid first week’s rent of business premises $1000, plus $100 GST i
3 Purchased inventory of kennels for $3600 cash, plus GST of $360 E
4 Purchased inventory of cages for $4400 on credit, plus GST of $440 i
5 Sold a kennel for $1500 cash, plus GST of $150 (cost price $700) ;
6 Paid for advertising $300, plus GST of $30 i
7 Bought a vehicle for $14 000, plus GST of $1400, paying $4000 cash, i
with the balance funded by a loan from CAG Finance Co. i
Emily withdrew $500 for personal use ;

Sold a kennel for $1800, plus GST of $180, on credit (cost price $800) i

10  Paid accounts payable $2000 i

9 Preparing balance sheets (10 we pace 31 Rl

The following balance sheet and financial transactions relate to Total Turntables. The
business has an overdraft facility with the local bank.

TOTAL TURNTABLES: BALANCE SHEET AS AT 31 JULY 2023

Assets $ Liabilities $ $
Cash on hand 500 | GST clearing 1000
Cash at bank 1100 | Accounts payable 2 400
Accounts receivable 2800 | Loan-NAB 2 000
Inventory 72500 | Loan - EZ Finance 8 000 13400
Office equipment 14 000
Owner’s equity
Capital — A Taranto 77 500
90 900 90 900

Payments to Accounts Payable were $900.

Two new turntable sets were purchased on credit at a cost of $1200 each (plus
10% GST) these were added to the firm’s inventory.

Cash collected from Accounts Receivable $1500.
A new printer was purchased for the office for $900 cash, plus GST of $90.

Sales earned for the month totalled $8000, plus GST of $800, consisting of $3300
received in cash and $5500 to be received during September. (The cost of sales for
the month totalled $4000.)

Expenses paid during August were wages $2000, advertising $500 and rent $4600
(GST paid $510).

The owner withdrew $4500 from the business for personal use.
$1000 was paid off the loan from EZ Finance, and $500 was paid off the NAB loan.

Prepare a balance sheet to show the business’s financial position as of 31 August 2023.

978 1 4202 3962 1 [CHAPTER 2] BALANCE SHEETS 37




CASE STUDY () we pace 31

SPREADSHEET  Will Andrews is the owner of a small business trading as Andrews" Art Supplies. Will
studied Accounting in high school, but his knowledge is a little rusty these days. He has
prepared a balance sheet for his business but has a few queries for you to consider.

Andrews prepared the following statement:

ANDREWS’ ART SUPPLIES: BALANCE SHEET AS AT 31 JULY 2023

Assets $ Liabilities $ $
Cash at bank 2420 | Bank overdraft 5000
Accounts 5460 | Accounts 6000
receivable payable
Inventory 42 000 | GST clearing 5260 16 260
Computer 3000 | Owner'’s equity
Vehicle 36 000 | Capital - W 72 620
Andrews
88 880 88 880

Additional information:

= The last bank statement Will received, dated 31 July 2023, showed a balance of $2420
in the bank. However, he expects to run low on cash in the next couple of months
and has arranged an overdraft limit of $5000 with the bank. He has included this as a
liability in his report.

= The inventory on hand cost the business $21 000, but Will always doubles the cost
price to determine the inventory’s selling price. He has shown inventory in the balance
sheet at the value he expects to receive when it is sold.

= The computer is located at Will's private home. It was actually purchased by his wife,
but she allows Will to use it to do the books of the business. She bought the computer
for $3000 one year ago.

= The vehicle is used in the business to transport goods. It was purchased six months
ago for $31 000, but a friend of Will's, who works in the car trade, tells him: "You got it
for a steal. That car normally sells for $36 000!" Will has accepted his friend’s valuation.

1 Make a list of any qualitative characteristics of accounting, or any accounting
assumptions, that Will Andrews may have breached in preparing the above report. For
each breach you identify, explain your answer fully.

2 Redraft the balance sheet in line with generally accepted accounting practices and
assumptions.

3 State the accounting equation that truly represents the financial position of Andrews’
Art Supplies.

)
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ETHICAL CONSIDERATIONS () we pace 33

Jon Holland is the owner of Network Connect, a small business that specialises in the
supply and installation of Wi Fi networks for offices. Jon wants to purchase two new
vehicles for his team to use to visit customers and carry installation equipment. He is
concerned about the environment and is thinking of buying hybrid vehicles, rather than
cars with petrol or diesel engines. However, the new vehicles cost as follows.

= Petrol driven vehicle: $42 000
= Diesel driven vehicle: $46 000
= Hybrid vehicle: $52 000

While the hybrid vehicles cost more, they may cost less to fuel and maintain on an
ongoing basis.

Jon is unsure about which vehicle to purchase and has asked for your opinion. Discuss
the options available to him and the financial implications of each. Which vehicle do you
recommend he purchase?

ACCOUNTING IN THE REAL WORLD () we pace 33

Accounting assumptions apply to every business, big and small. However, when you're
dealing with larger businesses, there are more transactions to record, more assets to track
and generally more challenging work for an accountant.

To get a better idea of how complex accounting work can be, visit the websites of at
least three of these public companies in the retailing sector:
= Mpyer Pty Ltd
= Harvey Norman Ltd
= JBHiFi
= Woolworths Ltd
Locate the balance sheet for each firm on their site, then create a spreadsheet with the
following elements:
a the name of each company

b the total assets figure from each company's balance sheet
¢ the values for current assets and current liabilities for each company
d alist of the companies in order, according to the value of their total assets
e brief comments on your findings.
Myer Pty Ltd mea.digital/myer
Harvey Norman Ltd  mea.digital/harveynorman
JB Hi-Fi mea.digital/jbhifi
Woolworths Ltd mea.digital/woolworths
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CHAPTER CHECKLIST

Now that you have finished Chapter 2, double check your progress.
Are you ready for your Unit 3 assessment?

I have ...

; completed all ‘Check Your Understanding’ questions
 completed all exercises

// completed all end of chapter activities

 handed in my workbook for marking.

| understand ...

 the effect of transactions on the accounting equation

 the recording of transactions using manual methods and
ICT including spreadsheets

(7 characteristics and use of classified accounting reports:
Balance Sheet

 ethical considerations in relation to recording and reporting
of accounting information.

|l can ...

(/ use correct accounting terminology

/ apply theoretical knowledge to simulated situations

 distinguish between current and non current assets, and current and non current
liabilities

(/ analyse the effect of financial transactions on the accounting equation.

© VCAA,; by permission.

60

Make sure you
one more
time when preparing for
the exam.

@ g @ mea.digital/acc34 2

Read back over Watch the
the chapter now, then , then ask
complete the your teacher if you need
additional help.

)
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ACCOUNTING SYSTEMS AND
BUSINESS DOCUMENTS

LEARNING OBJECTIVES

Effective accounting requires
more than just keeping records of
transactions. Accountants need
to have a system a consistent
method of collecting, storing

and processing financial and
accounting data to be used by
decision makers.

In this chapter you will learn
how to create and use accounting
systems. You will also learn about
the most common business
documents, and how to use them
within an accounting system.

UNIT 3 — PROGRESS o—o—

)

By

Source

the end of this chapter, you will be able to:

outline the basic processes in an accounting system

[3.1]

describe the requirements of documents in relation to
GST transactions [3.2]

distinguish between the procedures involved in cash
and credit transactions [3.3, 3.4]

identify various business documents and describe the
role of each [3.5]

identify information flows that occur in a small
business [3.6]

explain the advantages and disadvantages of
computerised systems [3.7]

The GST d - Documents Chanter revi
and business f°°“mec:‘_ s - adp er review
documents UL LS information flow and exercises
transactions
; Source .
sccing o)
process for cash documents

transactions
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m THE BASIC ACCOUNTING PROCESS

An accounting system is expected to generate particular types of financial information
about a business. This information is usually presented in accounting reports, such
as income statements and balance sheets. Such information has its origins in the

business business documents (e.g. invoices and receipts) where the raw data is created.
documents ) . . . .
documents that record The basic role of any accounting system is to take this raw data, record it

the raw financial appropriately and summarise the results in well designed reports.
data of a business’s
transactions

FIGURE 3.1 The accounting process

Collection of raw data Recording of data Reporting of results

The success of a business’s accounting system will depend on the accounting
records and business documents it uses. These documents are the starting point of
the accounting process, so they must contain all the required details of the business’s
financial transactions.

DOCUMENT MANAGEMENT

Standard practice is to produce and retain copies of all business documents, to create
a permanent record of all financial events. Often these are digital copies, but some
businesses need to retain physical copies. Large businesses often make multiple
copies of their business documents, because there are many different users of the
same accounting data.

For instance, in a large trading business, the system might work as follows.

The original document is issued to the customer.

A white copy is sent to the general accounting department.

A blue copy is used by the accounts receivable department to update customer
accounts.

A green copy is used to update inventory records.

Each department needs specific details of the transaction. The colours make it easy to
identify where the document is to be used.

Small businesses don’t need as many copies and can take a simpler approach.
They might keep a single physical copy and perhaps a digital copy.

m CHECK YOUR UNDERSTANDING > (1) we pace 35

1 State the three basic steps in the accounting process.

2 Explain why it's important to produce copies of all business documents.
3 How many copies should be made of business documents? Explain your answer fully.

)
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m THE GST AND BUSINESS DOCUMENTS

The 10% Goods and Services Tax was introduced by the Australian government
in 2000, and has since become part of everyday life. The GST is applied to most
products and services, with a few exceptions such as fresh food. Businesses collect
the tax as part of their transactions. They then pay the recorded amount to the
Australian Taxation Office on a regular basis.

Businesses that collect GST register with the ATO and receive an Australian

business number (ABN). The ABN is used as a reference for tracking GST transactions

and should appear on all business documents.
Almost all business documents require GST to be tracked and calculated, as it is a
basic part of doing business in Australia.

TAX INVOICES

When the GST legislation came into force, it led to the creation of a document
known as a tax invoice. Businesses issue a tax invoice whenever they provide
goods or services to a customer. The tax invoice should contain several key pieces of
information, including:

the name of the business providing the goods or services

the business’s ABN

the words ‘Tax invoice’ near the top of the document

a pre printed document number (used as a reference number)
the date of the transaction

a description of the goods or services provided

the purchaser’s name, together with their address or ABN, if the transaction was
for $1000 or more

the GST exclusive price, the GST amount and the GST inclusive price for each item,
together with totals for these.

Figure 3.2 shows a typical tax invoice. This document satisfies the demands of the
ATO and gives the customer the details they need about their transaction.

7

\

FIGURE 3.2 A typical tax invoice

SANTO’S SPORTS STORE
82 Queens Avenue
North Melbourne VIC 3051

To:  Brunswick Primary School
12 Sydney Road
Brunswick VIC 3056

TAX INVOICE 1321 ABN 11122 233 344

Date: 13 Jan 2023
Terms: 30 days

U
U

EXAM
SUCCESS

4
+ The GST features on
4 .
¢+ Most exam questions.

Make sure you know

how to record and report
GST, but also revise

\
\

A

\ the related theory,
including how to
b classify the GST in

‘\ a balance sheet.

tax invoice

business document

used to provide

evidence of

transactions that

include GST

Description Qty Unit price Subtotal GST Total
Junior footballs 10 $30.00 $300.00 $30.00 $330.00
Indoor soccer balls 20 $20.00 $400.00 $40.00 $440.00
Totals $700.00 $70.00 $770.00
Total (excluding GST) $700.00
Santo’s Sports Total GST payable $70.00
Specialists in sporting supplies for schools Total Amount Payable (including GST) $770.00
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Although an invoice (page 43) is normally used to verify a credit transaction, some
businesses modify their tax invoices so that they can be used as evidence of a cash
sale. This simply involves printing ‘Cash receipt’ at the top of the document next to
‘Tax invoice’. The business must also remove any credit terms from the document, as
credit isn’t being extended. The document will then comply with ATO requirements,
while still providing the information the business owner needs.

GST AND RECEIPTS

Many small business owners don't provide credit and only make cash sales. These
businesses cannot issue a formal tax invoice like the one in Figure 3.2. Instead,
they simply issue a cash register receipt at the time of sale. However, they still have
an obligation to keep track of all GST collected, and this should be stated on cash
receipts issued to customers.

‘Cash’ in this context refers to any non credit based payment it can be physical
banknotes and coins or digital funds, so long as the company isn’t extending credit to
the customer.

Figure 3.3 shows a cash receipt that complies with ATO requirements.

FIGURE 3.3 A typical cash register receipt showing GST charged

Centro Stationery
ABN 11212 454 777
Date: 12/2/23
TAX INVOICE

1 box blue pens $5.50
1 box red pens $5.50
1 pkt printer paper  $6.60
1 pkt office paper ~ $7.70

Total payable $25.30*
Cash received $30.00
Change $4.70

*Total includes GST of $2.30
Received with thanks. Please call again.

Despite the words ‘Tax invoice’ on this document, this isn't a credit transaction. It
is simply evidence of a receipt of cash. Legislation still requires that the words ‘Tax
invoice” are used on such a document.

Note that the total GST collected is shown as a separate item on the bottom of
the receipt. This is important, because the business owner must be able to record all
receipts and payments of GST transactions.

m CHECK YOUR UNDERSTANDING > [EQ]WB PAGE 36

1 Explain the role that business documents play in relation to the GST.

2 What is a tax invoice? Explain your answer fully.

3 State six different items that should be noted on a tax invoice.

)
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SOURCE DOCUMENTS FOR CASH
TRANSACTIONS

There are several basic business documents that businesses use repeatedly in their
day to day activities. These are known as source documents, because they are the
source of the original accounting data.

To use documents as part of an accounting system, you must be able to identify
the document, describe its function, and transfer its details to the appropriate
accounting record.

The most common business transactions are those involving cash inflows
(receipts) and cash outflows (payments).

CASH RECEIPTS

The document used to provide evidence of a cash inflow is a cash receipt. If a
business receives cash, it issues a receipt to the customer and keeps a copy for itself.
Older cash registers create paper copies, while newer ones create digital records, but
the principle remains the same. At the end of the business day, the retained copies
provide the owner with the total of all cash received.

Handwritten receipts

In addition to the receipt shown in Figure 3.3, a small business might issue a simple
handwritten receipt (see Figure 3.4). Although they are becoming less common, they
are still used by some traders. These receipts provide only the essential information:
the customer’s name, the date of the transaction and the amount of cash received.
Best practice is to write the amount received in both words and numbers, to
make it totally clear how much has been received. This also helps to prevent fraud, by
making it harder for someone to change the numbers on the receipt at a later date.

FIGURE 3.4 A typical handwritten cash receipt

MB Costuming Supplies ~ ABN 04213984 618 Rec. 32
1004 Hoffmans Road
Essendon VIC 3040
Date: 16/1/23

Received from: L Palmer

The amount of: Four Wundred dollars $  400.00
For: __Payment on account.
Signed: M Bateman Thank you for your business

EFTPOS receipts

Changes in technology always influence accounting processes. There was a time
when all cash inflows involved literal cash, but now electronic transfers of funds are
commonplace, even in small businesses. The introduction of affordable, hand held
devices to complete electronic transfers has changed how small businesses operate
on a day to day basis.

source documents
business documents
that are the source of
financial data

cash receipt

business document used
to verify that cash has
been received from

an outside entity
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EFTPOS
Electronic Funds
Transfer at Point of Sale

EFT receipt
document issued when
an EFT payment

has been made

)

EFTPOS systems allow businesses to record EFT receipts of cash, provide a copy
of the transaction to customers, and have funds deposited directly into their business
bank account. An added bonus is that the business handles less cash in carrying out
its daily banking.

An EFTPOS terminal accepts both debit and credit cards, with no risk to the
business owner. However, when a credit card is used, the business owner isn't
actually making credit available to a customer; such a sale is as good as cash to the
business owner. The bank is responsible for chasing up the amount owing via its usual
credit card practices, but the business that makes the sale will usually have the cash
in its account within 24 hours.

Paywave systems
may bring us
closer to a
cashless society.

The introduction of “tap and go’ or ‘paywave’ technology has seen a significant
increase in the use of both debit and credit cards. Some people see this as evidence
that we are moving towards a cashless society. The documentation relating to
EFTPQOS transactions is therefore even more important for business owners, as it will
provide most of the information they need about their business’s sales activity.

FIGURE 3.5 A typical receipt from an electronic transfer of funds

ACME BANK
MB Costuming Supplies
1004 Hoffmans Road
Essendon 3040

CUSTOMER COPY
Merchant number: 312103
Terminal number: XY2132

PURCHASE
DEBIT MasterCard ....... 1355
Date/time: 26/02/23 11:57:30
Authorisation: 2419944

TOTAL: AUD $45.00

Figure 3.5 shows the details required by both the business and the customer,
including:
the name of the bank used by the business, which is linked to the EFTPOS
terminal (ACME Bank)

the name and address of the business making the sale (MB Costuming Supplies)
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identification numbers for the EFTPOS terminal (merchant number and terminal
number)

the last four digits of the card being used (1355)

the date and time of the transaction (26 February 2023 at 11.57 a.m.)

an authorisation number (2419944)

the total dollar value of the transaction ($45 Australian, or AUD).

This receipt is a copy for the customer to keep for their records. The EFTPOS terminal
also produces a copy for the business’s records, which it should store for checking at

a later date. Banks usually provide a summary of EFTPOS transactions, which can be

printed on a daily basis by the terminal.

Cash payments

Traditional business practice was to always make cash payments by cheque. This
method automatically provided the business with a permanent record of all its
payments. The business’s bankers could verify all payments made by cheque, so proof
of payment could always be provided. The details of all cheques would be copied onto
the cheque butt, which acted as the copy of the original document.

Cheques were
once common but
are now being
phased out.

However, cheques are no longer commonly used in Australia, and are likely to
be phased out entirely by the early 2020s. EFTPOS terminals and online payment
systems have changed the way most businesses record both their sales and their
payments. Electronic transfers of funds are now the most efficient way of paying
suppliers. This has eliminated the use of cheques for almost all small business

owners.
EFT payments will be listed on bank statements, which are usually prepared ba“:j‘ State'?ﬁ]“';

. . . . ocumen a

monthly. The business owner can easily check all transactions via these statements. summarises all cash
They can also print or save a copy of any EFT payment at the time of payment if transactions between a
required bank and its customer

m CHECK YOUR UNDERSTANDING ) () we pace 36

1 Why are business documents known as source documents?

2 Identify the two source documents used to provide evidence of cash transactions.
Describe the nature of each type of transaction.

3 Describe two benefits, for a small business owner, of using an EFTPOS terminal.
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TRANSACTIONS

. Many businesses make credit available to their regular and trusted customers, which

m SOURCE DOCUMENTS FOR CREDIT

,:' allows them to receive goods or services but pay for them later. Similarly, most
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trading businesses purchase their inventory on credit from their suppliers. Buying
inventory for cash can drain the liquid resources of a business, while trade credit
provides time for a business to sell some of its inventory before accounts payable
have to be paid.

Source documents are needed to provide evidence of all such credit transactions.

INVOICES

An invoice informs a credit customer of the total cost of the goods provided. WWhen goods
are purchased on credit, an invoice records the cost of the goods supplied. Invoices can
be both received and issued by businesses when buying and selling on credit.

For example, MB Costuming Supplies buys inventory on credit from its suppliers
and provides products on credit to its customers. In this case, the business receives
an original invoice from its supplier whenever it purchases inventory items on a credit
basis. If MB Costuming Supplies sells goods on credit, it issues an invoice to the
account receivable and keeps a copy for accounting purposes. The invoice informs a
customer of the amount owing for a sale made on credit.

Figure 3.6 shows an invoice received when MB Costuming Supplies purchased goods.
Figure 3.7 shows an invoice issued by the same business when it provided goods on credit.

FIGURE 3.6 A typical purchase invoice

" Central Tailoring Supplies TAX INVOICE DF8124

" 1804 Queensberry Street ABN 22 233 344 455

North Melbourne VIC 3051 Date: 12/3/23

To: MB Costuming Supplies Credit terms: 30 days

1004 Hoffmans Road, Essendon VIC 3040

Description Quantity Unit price Subtotal GST Total
Dressmaking scissors 12 $40.00 $480.00 $48.00 $528.00
10 mm clear buttons 100 $0.10 $10.00 $1.00 $11.00
Totals $490.00 $49.00 $539.00
Total (excluding GST) $490.00
Total GST payable $49.00
Total amount payable (including GST) $539.00
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FIGURE 3.7 A typical sales invoice

MB Costuming Supplies TAX INVOICE 124
' 1004 Hoffmans Road ABN 33 344 455 566
Essendon VIC 3040
Date: 21/3/23
To: L Barnes
98 Charles Road, East Malvern VIC 3145

Description Quantity Unit price Subtotal GST Total
1 m red nylon fabric 2 $10.00 $20.00 $2.00 $22.00
25 mm black rectangle buckle 6 $2.50 $15.00 $1.50 $16.50
Totals $35.00 $3.50 $38.50
Credit terms: Strictly 30 days Total (excluding GST) $35.00
Total GST payable $3.50
Total amount payable (including GST) $38.50

m CHECK YOUR UNDERSTANDING > () w pace 37

1 Why are some business documents pre-printed with sequential numbers?

2 Describe two different circumstances where an invoice may be used to provide
data about financial transactions.

3 Explain how an invoice can be used by management to help meet the demands
of the qualitative characteristic verifiability.

EOTHER BUSINESS DOCUMENTS

An accounting system gathers most of its data from source documents such as
invoices, payment forms and receipts. However, a business may use many other
documents in its daily operations.

MEMOS AND INTERNAL TRANSACTIONS

Sometimes a business makes a transaction that doesn't involve another business
or individual; it only affects the business and its owner. These are known as internal
transactions, because they don’t involve external parties. Typical internal transactions
involve the owner contributing or withdrawing assets other than cash.

Contributions or withdrawals of cash can be recorded using the same documents
the business uses to record receipts and payments. However, if an owner withdraws
inventory from the business, none of the documents you have learnt about so far are
suitable. Invoices, receipts and EFT records are all designed for specific purposes

a withdrawal of inventory isn't one of them. Some businesses may also donate

inventory items for advertising purposes, or simply as a charitable act.

The identity of the recipient of withdrawn inventory isn't important; the inventory
given away must still be accounted for, just like any other financial event. The cost or
benefit of inventory changes must be recorded, and a note written to verify donations noteTsthoo
made to organisations. As with all business documents, these notes called office record internal
memorandums, or memos can be used to provide verifiability. transactions
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Memos are another example of source documents, used to provide evidence of
internal transactions. Memos should be very simple in their design, as they are used
to record a range of unusual transactions.

FIGURE 3.8 A typical memo

MB Costuming Supplies
Date: 25/3/23

Office memo: Withdrawal of one tailoring mini torso
on stand
Cost price: $210
Memo No. 346 Signed: M Bateman

The memo in Figure 3.8 has all the details necessary to ensure that this internal
transaction isn’t overlooked. It shows the date of the transaction and includes a
brief description of the event. It also provides evidence of the cost price of goods
withdrawn by the owner. This information can be noted in the records of the business
on the appropriate date.

STATEMENTS OF ACCOUNT

A business that provides credit to its customers must ensure that accounts are
collected promptly. Many businesses allow their customers 30 days to settle their
accounts; some may allow 60 or even 90 days.

As multiple business documents may move between the business and a customer
in any given month, there is a need to regularly review the situation. Astatement
of account is used to summarise the transactions involving a credit customer over
a given period (see Figure 3.9). Common business practice is to issue monthly
statements of account.

The statement should show the balance owing at the start of the month, all
purchases made during the month and any payments made in that time. The final
figure on the monthly statement is the amount currently owing to the business.

A statement of account provides a compact summary of the month’s transactions.
It should also include references to any source documents relating to the transactions
that have occurred.

FIGURE 3.9 A typical statement of account

Central Tailoring Supplies Statement for: March 2023
VA 1804 Queensberry Street Date: 31/3/23
" North Melbourne VIC 3051

In account with: MB Costuming Supplies

1004 Hoffmans Road

Essendon VIC 3040
Date Details Debits $ Credit $ Balance $
Mar 1 Balance 300.00
Mar 3 Payment thank you 300.00 0.00
Mar 12 Invoice DF8124 539.00 539.00
Mar 22 Invoice DF8168 56.00 595.00

BALANCE AT END OF MONTH 595.00

50 @ [UNIT 3] FINANCIAL ACCOUNTING FOR A TRADING BUSINESS 9781 4202 3962 1



ORDER FORMS

An order form is used to request that a supplier deliver goods or materials to a
business (see Figure 3.10). However, placing an order isn't a financial transaction.
Orders may be changed or even cancelled.

When the goods are delivered, a payment form may be completed or an invoice
received, depending on whether it is a cash or a credit purchase. At this point, a transaction
has occurred, and the payment form or invoice becomes the source document.

FIGURE 3.10 A typical order form

order form
business document
that requests goods or

services from a supplier

MB Costuming Supplies Order No. 980
1004 Hoffmans Road
Essendon VIC 3040 Supplier: Central Tailoring Supplies
1804 Queensberry Street
North Melbourne VIC 3051
Please supply the following:
Quantity Description
12 Dressmaking scissors
100 10 mm clear buttons
Delivery requirements: Urgent  will pick up Signed: M Bateman
QUOTATIONS

A quotation, commonly called a quote, is an estimate of costs provided to a potential
customer (see Figure 3.11).

As with order forms, a quotation isn’t a source document because a transaction
hasn't yet occurred. The quotation may be rejected or need to be modified. The
customer has to agree to the price, and the business has to supply the goods or
perform the job, before a transaction has occurred.

FIGURE 3.11 A typical quotation form

quotation

business document
that provides a
potential customer
with a cost estimate for
goods or services

MB Costuming Supplies Quotation No. 380
1004 Hoffmans Road
' Essendon VIC 3040 Quote prepared for:
B Downe
321 Grieve St
North Coburg VIC 3058
Description

Supply of 40 metres of non-stretch cotton lace @ $5 per metre: $200.00
Delivered to above address

N.B. Quotation valid for 30 days only Signed: M Batewman
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DELIVERY DOCKET

A delivery docket is often included with a parcel of goods when a delivery is made

by a supplier. The business or person buying the goods is often asked to sign a copy
of the delivery docket, as this may be used as evidence that the goods have been
delivered and accepted by the purchaser. Delivery dockets do not usually have cost
prices stated. Rather, they simply state a description of the goods and the quantity
being delivered. These details will be stated on the invoice later, along with the actual
costs being charged. It should be noted that the details of a delivery docket are NOT
recorded in the accounting system. This takes place when the invoice is issued and all
costs, including GST, are formally advised.

SHIPPING CONFIRMATION

With many businesses now selling goods online, a shipping confirmation (also known
as an order confirmation) is now in common use. Once an order has been placed
online and the goods have been dispatched by the supplier, a shipping confirmation
will be sent to the customer. This is usually done via email, with many businesses
providing a confirmation number. In some cases, this number allows the customer

to ‘track’ the process of their delivery. With so much business being done via online
sales, the shipping confirmation has become an important part of business. However,
this document is another example of a non recordable event. Just as an order is not
recorded in the accounting system, neither is an order or shipping confirmation. The
financial transaction will be recorded when cash changes hands, an invoice is issued
or an EFT is completed.

m CHECK YOUR UNDERSTANDING > (1) we pace 38

1

)

Describe the purpose of a statement of account.
State three different types of entries that may appear on a statement of account.

Explain why order forms and quotations don’t result in a financial transaction for
accounting purposes.
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DOCUMENTS AND INFORMATION
FLOW

The source documents described so far are common to almost all businesses.
However, a trading business designs its accounting system to suit its own individual
needs, and it may require other documents to be recorded and analysed. Other
documents used may include cash register rolls, delivery dockets, employee pay slips
and bank statements, all of which may supply valuable data for accounting purposes.
The distribution of data in a business, which then informs actions and decision
making within the business, is known as information flow. Accounting systems
are an integral part of information flow, as they record the business documents and
generate the reports that keep information moving. Accountants need to be able to
trace that information back to the original source documents in each case.

AN INFORMATION FLOW EXAMPLE

Figure 3.12 shows one extended information flow that could occur in the day to
day operations of a costuming retailer. The relevant business documents are shown
in brackets where applicable. This simple example shows the vital nature of the
information contained in business documentation.

FIGURE 3.12 A typical information flow, including business documents

Order form sent to Goods delivered by ~ Supplier charges Supplier sends

wholesale supplier supplier (delivery business for goods statement at end of

(order form) docket) provided (purchase month (statement of
invoice) account)

Business pays for Customer orders Goods provided to Customer pays for

goods supplied earlier goods from retailer ~ customer (sales goods provided (receipt

(EFT receipt) (order form) invoice) or EFT record)

Additional inventory Sales staff are paid

is ordered from commission

supplier (order form) (EFT record)

Figure 3.12 doesn’t show all the possible information flows for this situation, but
it does show the importance of business documents in providing information for
management.

Documents will move in and out of a business on a continuous basis throughout
a reporting period. As information will be transmitted between many business
entities, it is vital that management follows an organised approach. This is the key to a
successful accounting system.

information flow
the distribution of data
through a business
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OVERVIEW OF AN ACCOUNTING SYSTEM

Business documents create a great deal of paperwork, yet they are only the starting
point of an accounting system. The actual processes within an accounting system
trace the movement of raw data from business documents through to accounting
reports.

A typical double entry accounting system has eight core processes or elements.
You have already looked at the first of these source documents. You will learn about
each of the remaining processes in upcoming chapters.

FIGURE 3.13 A double entry accounting system

Source documents General journal General ledger Trial balance

Invoices, receipts, Daily entries of Details of individual Listing of all account

EFT documents, and transaction data accounts balances (used to check

soon the general ledger)
Balance-day Accounting reports Evaluation of Planning for the future
Adjustments Cash flow statement, ~ Feports Decisions made for
Revenue and expenses income statement, Evaluating financial the business's future,
accounts are adjusted balance sheet,and  and non financial including preparing
under the accrual soon indicators budgets
method

Figure 3.13 represents a typical double entry accounting system. Refer back to this
flowchart as further topics are introduced, so that you can see how processes and
elements fit into the overall accounting system.

1 Source documents

These are the original sources and records of accounting data, which you have
already examined.

2 The general journal

This is sometimes known as a day book, as it is used on a daily basis to record the
details of the data contained in source documents. The journal represents the start
of the recording process. Ledgers, journals and day books may be physical books or
(more commonly) digital records.

3 The general ledger

A ledger consists of many individual accounts, which are used to record the details
of a particular item. For example, the \Wages account contains the information
relating to the wages expense for a period. The Cash at Bank account shows all the
business’s cash transactions.

The general ledger is where the process of double entry accounting occurs. For
each transaction, entries are made in two accounts affected by the transaction. One
of these entries is known as a debit entry, and the other as a credit entry. These
entries contain information transferred from the journal to the ledger accounts. Raw
data from documents is recorded first in the general journal, then posted to the
ledger accounts.

~

el
%4 {ﬁj [UNIT 3] FINANCIAL ACCOUNTING FOR A TRADING BUSINESS 978 14202 3962 1



4 Trial balance

The preparation of a trial balance is a checking procedure to verify that the double
entry procedure has been carried out correctly. The trial balance lists the balances
of all general ledger accounts. It allows you to check that the total of all the debit
entries equals the total of all the credit entries.

5 Balance-day adjustments

Under the accrual method of accounting, profit is defined as revenue earned less
expenses incurred. The information in a trial balance may not necessarily fall in line
with this definition, as the ledger accounts sometimes only include revenue received
and expenses paid.

Therefore, revenue and expense accounts are adjusted on the last day of

the reporting period (i.e. balance day) so that they equal the revenue earned and
expenses incurred.

6 Accounting reports

At the end of each reporting period, accounting reports are prepared to provide the
owners and/or managers with the results of the period’s activities.

7 Evaluation of reports

Once accounting reports have been prepared, the results must be evaluated and
problem areas identified. The business’s performance is usually measured by
comparing results against several criteria.

Areas of evaluation will usually include the business'’s profitability, liquidity,
efficiency and financial stability. You will learn more about these areas in later
chapters.

8 Planning for the future

Management decisions should be made based on the current period’s results.
Budgets should be prepared in a variety of areas for future periods, to allow proper
planning decisions to be made. Cash budgets and budgeted income statements
should be prepared on a regular basis.

m CHECK YOUR UNDERSTANDING ) () we pace 38

What is a journal? What is its purpose?

Outline the function of a ledger.

Explain the link between source documents, a journal and ledger accounts.

A WN =

The accounting process doesn’t end when an income statement and a balance

sheet are prepared. Describe two important processes that occur after these final
reports have been completed.
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2.7 COMPUTERISED ACCOUNTING
" SYSTEMS

The double entry accounting system described above is appropriate for a system where
an accountant makes manual entries on a daily basis. However, most businesses,
particularly larger ones, use computerised accounting systems, with commercial
software packages that take care of all their GST requirements.

For many small business owners, computerised accounting isn't an option  it's a necessity.

ADVANTAGES AND DISADVANTAGES

Computerised systems have several advantages:

They are more accurate, because human error is removed.

They can process data much faster than manual recording processes.

They can store large amounts of financial information efficiently.

Computers are reliable and accurate, so they have become a valuable tool for
management. However, the principles of double entry accounting still apply in a
computerised system. The principles of the overall accounting system are basically
the same for both manual and computerised recording methods.

There are two main disadvantages for small business owners considering an
accounting software package:

The cost of a computerised accounting system has decreased significantly, but it is
still significantly more expensive than a manual system.

The owner must have some computing skill and knowledge, and be willing to

introduce software packages as part of their business’s accounting system.

As with any business decision, the benefits of a computerised system should
be weighed against the costs of installing and using it. A very small business might
decide not to purchase a computerised system, because the volume of data wouldn't
justify the extra expense. The larger the business, the more likely it is to benefit from
a computerised system.

' Computers
have become
essential

' accounting tools.

Commercial accounting packages all work on the same basic principle. The system takes
the raw data from the source documents and records it in accounts using the double
entry process. The output of the package acts as a trial balance, providing a summary of
the period’s transactions; some packages will also prepare the actual accounting reports.

A computerised package removes most of the need to record information manually.
This means the owner can focus more on evaluating the information generated by the
software.

)
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Figure 3.1 (page 42) showed the basic accounting process in a manual system.
This diagram can be modified to show the basic steps in a computerised system.

FIGURE 3.14 The accounting process (computerised system)

Processing of data Output of information

Collection of raw data Data input by software (reports)

Figure 3.14 highlights the fact that the computer is merely a tool used by
management to generate the required accounting information.

It is important that the business clearly defines its requirements before it
purchases and implements accounting software. Accounting packages are of little
use if they don’t produce the information the business requires. Software should also
make the process of recording and reporting more efficient. If there is no obvious net
benefit, the owner shouldn’t introduce a computerised system.

CHOOSING AN ACCOUNTING PACKAGE

There are several commercial accounting packages now in common use;
MoneyWorks, Mind Your Own Business (MYOB), QuickBooks and Xero are all popular
in Australia. All of these packages are relatively cheap, fairly simple to use, and
marketed as complete accounting systems for small businesses. They have been
created for use on a personal computer or even on a tablet and are an ideal tool for
a small business owner to keep track of a business’s financial affairs.

Typical accounting programs can be used to:

create business documents (order forms, invoices, statements, etc.)
record receipts and payments

record credit transactions

record inventory movements

prepare bank reconciliations

record all GST transactions

prepare accounting reports.

The aim of such programs isn’t to drive accountants out of business. In fact, many
accountants advise their clients to use such software so that the business keeps
organised records. The programs provide a structure that the user must follow. A
business owner is given reminders and checklists to ensure that all processes have
been completed properly. At the end of the year, of course, they should seek advice
regarding taxation from a qualified accountant.

For a small outlay, business owners can run accounting software that is
comprehensive, accurate and capable of generating a wide range of reports.

CHECK YOUR UNDERSTANDING > (1) we pace 3s

1 Identify three advantages of a computerised accounting system compared with a
manual system.

2 Describe the four basic steps in a computerised accounting system.

3 Should all businesses prepare their accounting records and reports by computer?
Explain your answer fully.
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CHAPTER REVIEW

KEY CONTENT

= [3.1] The basic role of an accounting system is to record and report on financial
transactions. Business documents are the starting point of the accounting process
and provide the details of a business'’s transactions.

= [3.2] Almost all business documents require the 10% Goods and Services Tax to be
tracked and calculated.

= [3.3] Source documents are core business documents that contain financial data. The
most common source documents for cash transactions are receipts, which record
cash inflow, and payment records, which record cash outflow.

= [3.4] The main source documents for credit transactions are invoices, which record either a
sale or a purchase.

= [3.5] Other key source documents include memos, which record internal transactions, and
statements of account, which summarise credit transactions over a period.

= [3.5] Businesses also generate and use other documents, such as order forms or

quotations. However, these documents don’t record transactions and may not be
considered source documents by all accounting systems.

= [3.6] Accounting systems are vital to the distribution of data within a business, which is
known as information flow.

= [3.6] The processes within an accounting system trace the movement of data from
business documents through to accounting reports.

= [3.7] Most small businesses use computerised, rather than manual, accounting systems.
The principles of the overall system are basically the same for both recording
methods.

CHAPTER 3 EXERCISES

1 Business documents Eﬂ] WB PAGE 40

The following transactions relate to Anile’s Auto Parts. For each transaction, indicate the
business document used by the business.

Transaction
1 Charged a customer for a credit sale
Paid cash for spare parts
Received cash for goods sold
Sold goods via EFTPOS terminal
Purchased spare parts on credit
Paid monthly rent
Sent a bill to a customer for goods received

o N O~ O WD

Paid accounts payable by EFT

)
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2 Identifying documents EQ] WB PAGE 41

Consider the following document, which was found in the offices of Ballarat Lighting.

BALLARAT LIGHTING No. 101
@ .' Shop 12 Henderson Road
Ballarat VIC 3350 Supplier: Zang Electricals
84 Grieve Street
Date: 5/4/23 Northcote VIC 3070
Please supply the following
Quantity Description
6 Tracey ceiling fans (with lights)  product No. 34211
10 Calypso desk lamps  model D321
Delivery required by 30/4/23 Signed: Alan Pitson

a What is the name of this document?
Which business would have created this document?

Will this document lead to the creation of other business documents in the future?
Explain your answer fully.

d Describe the two fold effect that this document would have on the balance sheet of
Ballarat Lighting.

3 Credit transactions m bl il
The manager of Hernandez Handcrafted has the following document in his possession.
TOPLINE TIMBERYARD No. 24512
O Geelong Road ABN 31921 291 129
West Footscray VIC 3012 Date: 2/5/23
To: HERNANDEZ HANDCRAFTED Terms: 30 days
5 Charles Street, Hurstbridge VIC 3099 TAX INVOICE
Quantity | Description Cost | Sub-total | GST Total
10 1000 x 100 x 50 mm treated pine | $9.00 | $90.00 | $9.00 $99.00
20 3-metre sleepers $8.00 | $160.00 | $16.00 $176.00
Totals $275.00
Total (excluding GST) $250.00
Total GST payable $25.00
Total of this Invoice (including GST) $275.00
a What is the name of this document?
b What is the nature of the transaction shown in this document?
¢ Would Hernandez Handcrafted have created this document? Explain your answer.
d Explain what the note ‘Terms: 30 days' means.
e Who has a GST debt to the ATO as a result of this transaction? Explain your answer

fully.
f Describe the two fold effect this document has on the balance sheet of:

i Hernandez Handcrafted ii Topline Timberyard
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4 Credit transactions (@) we pac 22
Consider the following document.

‘ AAA Stationery No. 6572
® 9121 Flinders Street ABN 37 217 771 178
East Melbourne 3002 Date: 4/2/23
Account name: City Cabs, 24 Spencer Avenue Terms: 30 days
Prahran VIC 3181 TAX INVOICE
Quantity Description Cost Sub total GST Total
5 Reams 80 gsm printer paper $7.00 $35.00 $3.50 $38.50
20 A4 office pads $1.50 $30.00 $3.00 $33.00
$71.50
Total (excluding GST) $65.00
Total GST payable $6.50 | All accounts are net 30 days
Total of this Invoice (including GST) $71.50

a  Which business would have:
i created this document ii received this document?
b What type of document is this, and what is its purpose?
What is the purpose of the number 6572 on this document?
Explain how this document affects the balance sheet of AAA Stationery.

5 Cash transactions () w pace 43
Ava's Aquarium Sales has a copy of the following document.

AVA'S AQUARIUM SALES  ABN 04213984 618 No. 135
.,)/17 John Street

W amstown VIC 3016
Date: 26/2/23
Received from: B Mason

The amount of: Fitty dollars $ s0.00
For: __ Payment on account No. 11022
Signed: # Sharon Thank you for your business

a What is the name of this source document?
b Explain why the amount is written in both words and numbers.

¢ A friend of Ava suggests that a computerised system could generate such
documents. Explain to Ava two benefits of using a computer for such a process.

d Describe two disadvantages of introducing a computer into Ava's business.

)
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6 Office memos () we pace 44

Mara Brasco is the owner of Brasco's Barbequing. She has provided you with the
following business documents.

BRASCO S BARBEQUING DRASCO S BARBEQUING
Date: 22/2/2: ’
O?f.e 2 3. One twin grill: cost $550 Office memo: Donation of twin grill w/ folding cart to
Emeno: UL } Pascoe Vale Primary School for raffle prize
One BBQ smoker: cost $150 (Son'’s birthday) Cost price $690
et Signed: 4 frasco Memo No. 102 Signed: M Brasco

a Describe the two transactions recorded on the two office memos.
b Explain why memos such as these are necessary.

Explain the two fold effect of memo number 101 on the balance sheet of Brasco's
Barbequing.

7 Ildentifying documents m WB PAGE 44

The following document was found in the offices of Point Cook Computers, a small
business owned and operated by Brian Moloney.

POINT COOK COMPUTERS ABN 21 546 434 379
« ' 999 AVIATION ROAD Date: 30 June 2023
POINT COOK 3030

Statement for: Alessio & Associates
231 Geelong Road, Laverton VIC 3028

Date Details Debits $ Credit $ Balance $
1 Jun Balance 540
8 Jun Invoice 37282 430 970
15 Jun Payment with thanks 540 430
24 Jun Invoice 37314 560 990

a What is the name of this business document?
b Which business:
i created the document? i received the document?

¢ Inabalance sheet prepared by Brian Moloney, under what heading would you
expect to find Alessio & Associates?

d Describe the nature of the transaction that occurred on 24 June.
Explain the purpose of this document.
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8 EFT transactions

m WB PAGE 45

Jack Chrystie, the owner of Northern Speed Cycle, has provided the following business

documents for your use.

EFT Rece pt No. JA125112

From
Northern Speed Cycle

To
AXE Sports Wear

Tuesday 4 Apr 2023 11.05 a.m.

Amount $2600

Account: 04-546 8010 1956
WESTERN BANK

Account: 099-404 1512 9125
STATE BANK

a Describe the nature of the transaction evidenced by this document.

Which common business document has been replaced by the above document?

Explain your answer fully.

¢ With which bank does AXE Sports Wear do its banking?

d Inabalance sheet prepared for Northern Speed Cycle, under which classification
would you expect to find AXE Sports Wear? Justify your answer.

9 Identifying documents

m WB PAGE 46

The following two documents have been generated by Valerie Horne, the owner of

Fawkner Fashions.

ACME BANK
Fawkner Fashions
401 Douglas Avenue
Fawkner 3060

CUSTOMER COPY
Merchant number: A2130
Terminal number: 535

PURCHASE

DEBIT VISA ....... 8231
Date/time: 5/3/23 15.52
Authorisation: 8382

TOTAL: AUD $68.00

ACME BANK
Fawkner Fashions
401 Douglas Avenue
Fawkner 3060

MERCHANT COPY
Merchant number: A2130
Terminal number: 535

PURCHASE

DEBIT VISA ....... 8231
Date/time: 5/3/23 15.52
Authorisation: 8382

TOTAL: AUD $68.00

a What are the names of these two documents?

b Explain why Horne has generated the two documents shown, and explain the

purpose of each of them.
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CASE STUDY (1) ws pac 46

Lynne Gray has decided to establish a small business, trading as Bayside Barista Beans.
She is unsure about a few organisational matters relating to the accounting needs of her
business, and has asked you for advice.
She provides you with the following notes:
= A friend has advised Lynne to keep copies of all documents used in the day to day
affairs of her business.

= She expects that most of her sales will be for cash, but occasionally she may sell on
credit to local schools.

= She is considering seeing her bank to arrange an EFT terminal for her business.

= Several coffee bean suppliers will provide the inventory she plans to sell. Lynne expects
all those suppliers to provide her with trade credit terms of 30 days.

= Similarly, she may extend credit terms to customers with a proven credit history.

= As most of her sales will be for cash, she anticipates always having cash in the register,
so paying her expenses in cash won't be a problem. (There is a bank branch across the
road from the shop.)

a Make a list of all the business documents that Lynne could reasonably expect to use in the
operation of her new business. Beside each document name, briefly note its purpose.

b Which of the business documents you listed will run in sequential order, according to
their document numbers?

¢ If Lynne makes a credit sale to a local cafe, name six different items that should appear
on the document she issues to the customer.

d Lynne is considering using an EFT terminal. Explain to her the benefits of using EFT,
rather than offering credit to her customers.

e Comment on Lynne's method of paying expenses using cash from the cash register of
the business.

f Lynne's friend advises her that cash register rolls play two roles in accounting for a
small business. Describe these two roles.

g Explain the link between business documents and the qualitative characteristics of
accounting.

h Use a spreadsheet to design a tax invoice for Lynne's business that would satisfy the =Ec| SPREADSHEET

ATO in relation to its GST guidelines.

ACCOUNTING IN THE REAL WORLD () ws pace 40

Accounting software packages are constantly being upgraded to suit the needs of
small businesses. Go online and research the latest programs available in relation to
computerised accounting.

a Make a list of five accounting packages available for small business owners.
b Write a brief description of each package, noting any unique features or advantages.

¢ Which package do you think would be the most effective and useful to you in your
professional accounting future? Explain your answer.
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CHAPTER CHECKLIST

Now that you have finished Chapter 3, double check your progress.

Are you ready for your Unit 3 assessment?

I have ...

// completed all ‘Check Your Understanding’ questions
 completed all exercises

// completed all end of chapter activities

/ handed in my workbook for marking.

| understand ...

/4 documents used by a business to record financial transactions
(/ the effect of transactions on the accounting reports.

|l can ...

(7, use correct accounting terminology
/ apply theoretical knowledge to simulated situations.

© VCAA; by permission.

60

Make sure you
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time when preparing for
the exam.

@ @ @ mea.digital/acc34 3

Read back over Watch the
the chapter now, then , then ask
complete the your teacher if you need
additional help.
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DOUBLE ENTRY RECORDING:
AN INTRODUCTION

LEARNING OBJECTIVES

By the end of this chapter, you will be able to:

In the last few chapters you have
read mentions of ‘double entry
accounting” but what is it, and
why is it useful for accountants
working with small businesses?

In this chapter you will become
familiar with the basic concepts of
double entry accounting, before
studying them further in later
chapters.

UNIT 3 — PROGRESS o—o—o —

Double entry
for revenues and

expenses
Double entry
accounting and Chapter review
the accounting and exercises
equation

)

define ‘double entry accounting’ [4.1]

state the rules of double entry for the different types
of accounts [4.1]

determine when a debit entry or a credit entry is
required in a variety of accounts [4.1]

prepare an analysis chart showing debits and credits
for a variety of transactions [4.1]

state the rules of double entry for assets, liabilities,
owner'’s equity, revenues and expenses [4.2]

978 1 4202 3962 1



double entry
accounting
accounting system
in which two ledger

entries, a debitand a

credit, are made for
each transaction

ledger account
financial record for
all details of a
particular item

general ledger
collection of ledger
accounts in which
double entry
accounting is used

)

DOUBLE ENTRY ACCOUNTING AND
THE ACCOUNTING EQUATION

Chapter 2 introduced the concept of double entry accounting. You learnt there
that, when a balance sheet is prepared following a financial transaction, two report
items are affected by the same dollar amount. This is the essence of double entry
accounting: two items are affected by every transaction.

However, it's not practical to prepare a new balance sheet after every transaction.
Instead, accountants prepare a balance sheet at the end of each reporting period,
while the transactions that occur during that period are recorded in ledger accounts.
All of these ledger accounts are kept together and make up a record called the
general ledger.

A ledger account is simply a financial record that relates to a particular area
within the business. For example, the detalls relating to a business’s wages would
be recorded in the Wages account. When wages are paid in cash, the other half of
the double entry would be recorded in the Cash at Bank account. If the business
purchased a vehicle for cash, the details would be recorded in a Vehicles account and
the Cash at Bank account.

FIGURE 4.1 Sample ledger accounts

Vehicle
Date Cross-reference $ Date Cross-reference $
1 Mar Cash at bank 16 000
Wages
Date Cross-reference $ Date | Cross-reference $
4 Mar Cash at bank 400
Cash at bank
Date Cross-reference $ Date Cross-reference $
1 Mar Vehicles 16 000
4 Mar Wages 400
LEDGER ACCOUNTS

A ledger account entry has three parts, completed in the following order:

1 the date of the transaction

2 the name of the other account affected by the double entry (referred to as a cross
reference)

3 the actual dollar value of the transaction.

As Figure 4.1 shows, for every transaction, there is an entry on the left side of one
account and a corresponding entry on the right side of another account. This is the
nature of double entry accounting: one debit entry and one credit entry for each
financial transaction. The debit side is on the left side of a ledger account and the
credit on the right side.

Ledger account

Cross-reference $
CREDIT SIDE

Date | Cross-reference $ Date
DEBIT SIDE
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There are set rules as to whether an entry is a debit or a credit. The easiest way to
learn these rules is to work from the basic format of a T form balance sheet:

BALANCE SHEET
| ASSETS LIABILITIES
OWNER'’S EQUITY

The format of the balance sheet shows the rules of double entry accounting. Assets
appear on the left side of the report and are debit in nature. Liabilities and owner’s
equity are on the right side and are credit in nature.

Assets will usually have debit balances and are increased by debit entries.
Liabilities and owner's equity accounts will usually have credit balances and are
increased by credit entries.

The opposite is true if an account decreases. Assets are decreased with credits,
and liabilities and owner’s equity are decreased with debits (see Figure 4.2).

FIGURE 4.2 Rules for double entry recording (A, L, OE)

Assets Debits Credits
Liabilities Credits Debits
Owner's equity Credits Debits

RECORDING LEDGER ENTRIES

There is a simple, consistent process for recording entries in ledger accounts.
1 State the two ledger accounts affected by the financial transaction.

2 Classify the accounts according to their balance sheet classifications.

3 State whether the account is being increased or decreased.
4

By referring to the rules of debit and credit, state whether the accounts will have a
debit or a credit entry.

You should follow these steps in sequence until you fully understand the rules of
double entry.

EXAMPLE 4.1 No GST to be recorded

A business purchases a second-hand vehicle for cash.

1 Two ledger accounts are affected: Vehicle/Cash at Bank

2 Balance sheet classifications: asset/asset

3 Increase or decrease: increase/decrease

4 Debit or credit: debit/credit

There is one debit entry and one credit entry, so the rules of double entry are satisfied.
The debit to the Vehicle account is required, because this account has to be increased.

The business has paid cash for the vehicle, so the Cash at Bank account is decreased and
assets are decreased by credit entries.
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Purchasing a
vehicle is recorded '
as two entries in

the accounting
system.

EXAMPLE 4.2 No GST to be recorded

A business takes out a loan.

1 Two ledger accounts are affected: Cash at Bank/Loan
2 Balance sheet classifications: asset/liability

3 Increase or decrease: increase/increase

4 Debit or credit: debit/credit

Both ledger accounts are increased by the transaction. The Cash at Bank account is
increased because the business has received cash via the loan. The Loan account
is increased, because the business now has a present obligation to another entity.
However, one debit entry and one credit entry are still created by the transaction.

You should also get used to recording business transactions that include the GST.

EXAMPLE 4.3 GST to be recorded

A business buys a computer for $2000 cash, plus GST of $200.
In this case, three accounts will be affected by the transaction. You can use the same
approach to determine the debits and credits required.

1 Three ledger accounts affected: Computer/Cash at Bank/GST Clearing
2 Balance sheet classifications: asset/asset/liability

3 Increase or decrease: increase/decrease/decrease

4 Debit or credit: debit/credit/debit

There are two debit entries and only one credit entry. However, once amounts are
included, the entries must balance out. The Computer account is debited $2000, GST
Clearing is debited $200 and Cash at Bank is credited $2200. The two debit entries
therefore equal the same dollar amount as the credit entry to Cash at Bank.

‘GST Clearing’ is the usual title of the account used to keep track of all GST
transactions. Although it is generally viewed as a liability account, it may have either a
credit balance (liability) or a debit balance (asset).

)
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ANALYSIS CHARTS

Rather than constantly repeating these four steps, an analysis chart can be used
for the double entry process. It provides an analysis of a financial transaction, which
identifies the double entry for ledger accounts.

The analysis chart in Figure 4.3 shows how to determine the double entry for a
variety of financial transactions. In Figure 4.4, the actual ledger accounts are prepared,
showing the double entry for each transaction.

Work through the analysis chart to check that you can make the correct double
entry for each transaction.

analysis chart

table used to break a
transaction down into
debit and credit entries

FIGURE 4.3 Analysis chart

1 The owner Cash at bank Asset Increase Debit
contributed Capital Owner's Increase Credit
$25 000 to equity
commence
business

2 The business took Cash at bank Asset Increase Debit
out a loan for Loan Liability Increase Credit
$10 000

3 Purchased a Computer Asset Increase Debit
computer for GST clearing Liability Decrease Debit

$3000 cash, plus Cash at bank Asset Decrease Credit
GST of $300

4 Made a loan Loan Liability Decrease Debit
repayment of $1000  Cash at bank Asset Decrease Credit

5 Bought inventory Inventory Asset Increase Debit
for $600 cash, plus GST clearing Liability Decrease Debit
GST of $60 Cash at bank Asset Decrease Credit

6 The owner Office Asset Increase Debit
contributed furniture Owner's Increase Credit
an office desk Capital equity

worth $800 to the
business

Notice that dates aren’t used in Figure 4.4. Instead, the numbers where the date is
usually recorded refer to the number of the transaction in the analysis chart (Figure 4.3).
Note the entries that involve the GST. As there are two debits, the credit in the
Cash at Bank account can be combined to show both accounts (e.g. Computer/GST
Clearing).

The Inventory account is used to record all movements of inventory in and out of
the business during a period. All purchases of inventory are recorded on the debit side
of the account.
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FIGURE 4.4 General ledger accounts
Cash at bank

S -@ Date | Cross-reference $ Date | Cross-reference $
EXAM % 1 Capital 25000 3 Computer/GST 3300
illjv(:acyisusse full titles \\ clearing
in the cross-reference :- 2 Loan 10 000 4 Loan 1000
column. GST clearing ¢ 5 Inventory/GST clearing 660
must be written — not P4
just GST or GST Cl. ,I Capital

_______________ >4 i Date | Cross-reference $ Date Cross-reference $

1 Cash at bank 25000
6 Office furniture 800
Loan
Date | Cross-reference $ Date Cross-reference $
4 Cash at bank 1000 2 Cash at bank 10 000
Computer
Date | Cross-reference $ Date Cross-reference $
3 Cash at bank 3000
GST clearing
Date | Cross-reference $ Date Cross-reference $
3 Cash at bank 300
5 Cash at bank 60
Inventory
Date | Cross-reference $ Date Cross-reference $
5 Cash at bank 600
Office furniture
Date | Cross-reference $ Date Cross-reference $
6 Capital 800

m CHECK YOUR UNDERSTANDING > (@) we pace 51

Explain what is involved in the process of double entry accounting.

Distinguish between a ledger and an account.
State the three parts of an entry in a ledger account.

A W N =

Describe how to determine the rules of debit and credit from the accounting
equation.

)
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DOUBLE ENTRY FOR REVENUES AND
EXPENSES

Having applied the rules of double entry to the three classifications of A, L and OE,
we can expand them to include the other two types of ledger accounts: revenues and
expenses.

Revenues (R) usually cause an increase in assets, leading to an increase in

owner'’s equity.

Expenses (E) usually cause a decrease in assets, leading to a decrease in

owner'’s equity.

As revenue increases owner's equity, revenue accounts are credit in nature and are
increased by credit entries. Expenses have the opposite effect on owner’s equity: they
are debit in nature and are increased by debit entries.

Figure 4.5 shows the table in Figure 4.2 expanded to include revenues and
expenses.

FIGURE 4.5 Expanded rules for double entry (A, L, OE, R, E)

Account classification Increased by Decreased by
Assets Debits Credits
Liabilities Credits Debits
Owner's equity Credits Debits
Revenues Credits Debits
Expenses Debits Credits

Revenues
increase assets
and equity,
while expenses
decrease them.

The steps for determining the double entry for a transaction can also be followed for
transactions involving revenues and expenses. The analysis chart in Figure 4.6 has
been created using the same procedures, but this time some of the transactions
involve revenue and expense items.
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FIGURE 4.6 Analysis chart (including revenue and expenses)

1 The owner Cash at bank Asset Increase Debit
contributed Capital Owner’s equity Increase Faacli
$40 000 to
commence the
business

2 Bought Inventory Asset Increase Debit
inventory for GST clearing Liability Decrease Debit
$5000 cash, Cash at bank Asset Decrease Credit
plus GST of
$500

3 Bought office Office Asset Increase Debit
furniture on furniture
credit for GST clearing Liability Decrease Debit
$3000, plus Accounts Liability Increase Credit
GST of $300

payable

4 Sold goods for  Cash at bank Asset Increase Debit
$1000 cash, GST clearing Liability Increase Credit
plus GST of Sales Revenue Increase Credit
$100 (cost

ice of d and and
price of goods
sold $600) Cost of sales Expense Increase Debit
Inventory Asset Decrease Credit

5 Paid accounts Accounts Liability Decrease Debit
payable for payable
office furniture  Cash at bank Asset Decrease Credit
bought
previously,
$3300

6 Sold goods Accounts Asset Increase Debit
on credit for receivable
5(5328()_?0'{?;50 GST clearing Liability Increase Credit

© Sales Revenue Increase Credit
(cost of sales q d
$300) an an
Cost of sales Expense Increase Debit
Inventory Asset Decrease Credit

7 Paid wages Wages Expense Increase Debit

$500 Cash at bank Asset Decrease Credit

Figure 4.7 shows how the double entries in Figure 4.6 would be recorded in ledger
accounts.

FIGURE 4.7 General ledger accounts
Cash at bank

Date | Cross-reference $ Date | Cross-reference $
1 Capital 40 000 2 Inventory/GST clearing 5500
4 Sales/GST clearing 1100 5 Accounts payable 3300
7 Wages 500

)
e
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Capital

Date Cross-reference $ Date Cross-reference $
1 Cash at bank 40 000
Accounts payable
Date Cross-reference $ Date Cross-reference $
5 Cash at bank 3300 3 Office furniture/GST 3300
clearing
Office furniture
Date Cross-reference $ Date Cross-reference $
3 Accounts payable 3000
Sales
Date Cross-reference $ Date Cross-reference $
4 Cash at bank 1000
6 Accounts receivable 2000
Office furniture
Date Cross-reference $ Date Cross-reference $
3 Accounts payable 2000
Inventory
Date Cross-reference $ Date Cross-reference $
2 Cash at bank 5000 4 Cost of sales 600
6 Cost of sales 800
Cost of sales
Date Cross-reference $ Date Cross-reference $
4 Inventory 600
6 Inventory 800
GST clearing
Date Cross-reference $ Date Cross-reference $
2 Cash at bank 500 4 Cash at bank 100
3 Accounts payable 300 6 Accounts receivable 200
Accounts receivable
Date Cross-reference $ Date Cross-reference $
6 Sales/GST clearing 2 200
Wages
Date Cross-reference $ Date Cross-reference $
7 Cash at bank 500

THE INVENTORY CONTROL

Whenever a business purchases inventory, it must make a debit entry to the Inventory

account, as it represents an increase in an asset. The corresponding credit will go
in either the Cash at Bank account (for a cash purchase) or in the Accounts Payable

account (for a credit purchase).
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When goods are sold, the economic resource of inventory has been sacrificed and so
the asset becomes an expense. The double entry required is a debit to the Cost of Sales
account (to increase the expense) and a credit to Inventory (to decrease the asset).

Note that one double entry is required to record a purchase of inventory, but two
double entries are necessary whenever inventory is sold. This is because there are
actually two events:

the business earns revenue through the sale of goods.

the business sacrifices inventory (an asset) to earn its sales.

The first double entry is made to record the selling price of the goods to the customer
by the business. The benefit gained by the business is the value the goods are sold
for; this must be credited to the revenue account (i.e. the Sales account). The Cash

at Bank account is debited in the event of a cash sale, or the Accounts Receivable
account is debited if the sale was on credit. Regardless of whether it is a cash or a
credit sale, the GST Clearing account must always be credited when a sale is made.

When inventory }
is purchased, the
asset is increased
with a debit entry. |

The second entry records the cost price of the goods sold. Some of the business’s
inventory has been sacrificed in order to earn revenue, so the cost of the goods sold is
transferred from the Inventory account (an asset) to the Cost of Sales account (an expense).

This matches the definitions of the accounting elements; revenue results in an
increase in an asset (Cash at Bank or Accounts Receivables) and the relevant expense
is the current asset being used up or consumed to make the sale (Cost of Sales).

Entries may be made in ledger accounts (see Figure 4.7) because the transactions
occur during a reporting period.

The rules of double entry remain consistent for all businesses, regardless of their
size or structure.

m CHECK YOUR UNDERSTANDING > () ws pac 52

1 Identify a transaction that would bring about the following changes to a business’s accounts:

a
b
c
d

an increase in an asset account/an increase in a liability account

an increase in an asset account/a decrease in another asset account

a decrease in an asset account/a decrease in a liability account

an increase in an asset account/an increase in an owner’s equity account.

2 Explain how the rules of debit and credit for revenue and expense accounts can be traced
back to their relationship with owner’s equity.

3 When a trading business sells goods, there are actually two transactions: one at cost
price and one at selling price. Explain fully the entries required for each of these two
transactions.

)

74 &

[UNIT 3] FINANCIAL ACCOUNTING FOR A TRADING BUSINESS 978 1 4202 3962 1



CHAPTER REVIEW

KEY CONTENT

= [4.1] Double entry accounting notes that two items are affected by every transaction,
and so two accounts need to be updated one with a debit and one with a credit.
The transactions that occur during each reporting period are recorded in ledger
accounts. These individual accounts, when combined, map up the general ledger.

= [4.1] The three elements of a ledger entry are the date of the transaction, a cross reference
to the other account affected by the transaction, and the dollar value of the transaction.
Assets appear on the left side of the ledger and are debits. Liabilities and owner's
equity are on the right side and are credits.

= [4.1] Analysis charts provide an analysis of a financial transaction, leading to the double entry
being determined for ledger accounts.

= [4.2] Expenses and revenues can also be recorded in double entry accounting. Revenue
accounts are increased by credit entries; expense accounts are increased by debit
entries.

= [4.2] Whenever inventory is purchased, a debit entry is made to the Inventory account and a

credit goes into the Cash at Bank or Accounts Payable account. VWhen goods are sold, a
debit is made to the Cost of Sales account and a credit goes to Inventory.

CHAPTER 4 EXERCISES

1 Analysis chart A, L & OE m WB PAGE 53

Prepare an analysis chart (A, L, OE only) showing the double entries that result from
the following transactions for Simpson’s Stationery:

2| SPREADSHEET

The owner contributed cash to the business.

Purchased office furniture for cash, including GST.

Bought a computer on credit from OK Computer Centre, including GST.
Borrowed money from NAB.

Bought inventory on credit from Wholesale Stationers (plus GST).
Made a repayment to OK Computer Centre by EFT.

The owner contributed an office desk to the business.

=E| SPREADSHEET

2 Analysis chart - all accounts EQ] WB PAGE 53
The following transactions are from the business of Games Galaxy. Prepare an analysis
chart (all accounts) showing the double entry for each transaction.

Paid monthly rent, plus GST.

Bought goods for cash, plus GST.

Issued a quote to supply a cafe with eight board games, including charging GST.
Sold goods for cash, plus GST.
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Bought a laptop on credit from Office Needs, plus GST.

Bought inventory items on credit, plus GST.

Paid for advertising using the bank’s EFT facility (including GST).

Issued invoices to customers, including GST, for goods provided.

Sent an order form to supplier for goods required.

Paid accounts payable an amount owing for inventory purchases.
Received money from accounts receivable for goods supplied last month.
Paid insurance premium for year, including GST.

| SPREADSHEET 3 Analysis chart with dollar values IEQ] LR

Anthony Taranto is the owner of Taranto’s Guitars, a trading business that sells both
acoustic and electric guitars. He has provided a summary of transactions relating to his
business:

Taranto banked $150 000 cash in a business account to start his business.

Paid the first month's rent: $9000, plus GST of $900.

Bought shop fittings for cash: $22 000, plus $2200 GST.

Purchased guitars for $34 000 on credit from Teknik Music Co. (charged $3400 GST).

Sold guitars that cost $4000 for $7900 EFT, plus GST of $790.

Paid for one month’s advertising: $1800, plus GST of $180.

Borrowed cash from NAB: $15 000.

Sold guitars on credit for $3080, including GST of $280, to DJ Touma (cost price of
sale $1600).

Purchased inventory for cash from Shaggy Music Company: $6600, plus GST of $660.
Repaid NAB $2000.

Paid wages for the first fortnight of operations: $1800 using EFT.

Cash sales of inventory totalled $4400, including GST of $400 (cost price $2200).
Purchased inventory from Morrison Music on credit for $13 400, plus GST of $1340.

Prepare an analysis chart for these transactions, including the two double entries
required whenever inventory is sold by the business.

SPREADSHEET 4 Apalysis chart with dollar values () we pace 55

Luisa Lipsia owns and operates Perfect Perfumes, an online business that sells
perfumes and other cosmetics. She provides the following summary of transactions
relating to her business:

Lipsia banked $106 000 cash to start the business.

Purchased inventory on credit from Exotic Cosmetics for $16 500, including GST of
$1500.

Bought office equipment for cash for $14 000, plus GST.
Paid for advertising in local papers: $500 cash, plus GST.
Sold goods for $1100, including GST for cash. Goods were sold at a mark up of 100%.

Made a credit sale for $2000, plus GST of $200. The cost price of the goods sold
was $980.

Paid Exotic Cosmetics the full amount owing by making an EFT.

Bought goods for cash: $500 plus GST.

Took out a loan from ACME Bank for $5000, with 5% interest on the loan to be
paid yearly.

Lipsia contributed two filing cabinets to the business, valued at $200.

)
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Sold goods for cash for $900, plus GST. The goods sold had a mark up of 50% on cost
price.
Collected $500 from accounts receivable via EFT.

Prepare an analysis chart for these transactions, including the two double entries
required whenever inventory is sold by the business.

5 Analysis of ledger accounts () w pace 56

The following accounts appeared in the general ledger of St Albans Auto Parts, a small
business owned and operated by Mitch Harding.

Cash at bank

$ $
1 Apr Capital 30 000 | 2 Apr Fittings/GST clearing 16 500
4 Apr Sales/GST clearing 660 | 3 Apr Inventory/GST clearing 3300
Capital - Harding
$ $
1 Apr Cash at bank 30 000
Fittings
$ $
2 Apr Cash at bank 15 000
GST clearing
$ $
2 Apr Cash at bank 1500 | 4 Apr Cash at bank 60
3 Apr Cash at bank 300 | 6 Apr Accounts receivable 10
5 Apr Accounts payable 40
Inventory
$ $
3 Apr Cash at bank 3000 | 4 Apr Cost of sales 300
5 Apr Accounts payable 400 | 6 Apr Cost of sales 60
Cost of sales
$ $
4 Apr Inventory 300
6 Apr Inventory 60
Sales
$ $
4 Apr Cash at bank 600
6 Apr Accounts receivable 100

Accounts payable
$ $
5 Apr Inventory/GST clearing 440

Accounts receivable
$ $
6 Apr Sales/GST clearing 110

In chronological order, list the transactions that resulted in the double entries in these
ledger accounts.
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6 Analysis of ledger accounts

Cara Johnson is the owner of Caulfield Cosplay, a small business that specialises in
creating costumes for all occasions.

Cash at bank

m WB PAGE 56

$ $
1 May Capital 190 000 | 3 May Display equipment/ 22 000
GST clearing
5 May Sales/GST clearing 1320 | 4 May Advertising GST 660
clearing
Capital — Johnson
$ $
1 May Cash at bank 190 000
Display equipment
$ $
3 May Cash at bank 20000
GST clearing
$ $
2 May Accounts payable 1500 | 5 May Cash at bank 120
3 May Cash at bank 2000 | 6 May Accounts receivable 140
4 May Cash at bank 60
Inventory
$ $
2 May Accounts payable 15000 | 5 May Cost of sales 500
6 May Cost of sales 600
Advertising
$ $
4 May Cash at bank 600
Sales
$ $
5 May Cash at bank 1200
6 May Accounts receivable 1400
Cost of Sales
$ $
5 May Inventory 500
6 May Inventory 600
Accounts payable
$ $
2 May Inventory/GST clearing 16 500
Accounts receivable
$ $
6 May Sales/GST clearing 1540

)
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a State the transactions that resulted in the double entries in these ledger accounts.

b Consider the GST account shown. On 6 May, does this business owe GST to the
ATO, or would it be owed a refund? Explain your answer fully.

ETHICAL CONSIDERATIONS () we pace 57

For several years the owner of Galaxy Games, Daniel Galati, has provided plastic carry
bags to his customers. The bags are in distinctive colours, with the name of the business
clearly displayed. As Daniel’s business is in a large regional shopping centre, he's always
believed that the bags are a great advertising tool for his shop.

Some of Daniel’s customers have commented to him recently on the environmental
impact of plastic bags and he wants to explore possible alternatives. His choices include:

= continue to use the plastic bags.
= reduce use of the plastic bags by charging his customers $1 per bag
= replace the plastic bags with recycled paper bags

= discontinue the use of bags completely, and encourage customers to bring their
own bag.

Daniel has asked for your advice, including the possible consequences of his decision.

Write a report, discussing the possible implications of each choice. Your report should
include a recommendation to Daniel, justifying your decision.
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CHAPTER CHECKLIST

Now that you have finished Chapter 4, double check your progress.
Are you ready for your Unit 3 assessment?

I have ...

/ completed all ‘Check Your Understanding’ questions
// completed all exercises

(// completed all end of chapter activities

 handed in my workbook for marking.

| understand ...

) characteristics of the General Ledger with T form
accounts for manual recording

/ the GST clearing account

(7, ethical considerations when making business decisions
in relation to operating a trading business.

lcan ...

 identify and manually record financial data in the General Journal and General Ledger
(/ use ICT to record financial data in the General Journal and General Ledger.

© VCAA,; by permission.

63

Make sure you
one more
time when preparing for
the exam.

@ g @ mea.digital/acc34 4

Read back over Watch the
the chapter now, then , then ask
complete the your teacher if you need
additional help.
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THE GENERAL JOURNAL
AND GENERAL LEDGER

LEARNING OBJECTIVES

By the end of this chapter, you will be able to:

In Chapter 4 you learnt how to
create individual ledger accounts,
which record all the transactions
for a particular account in a
reporting period. A trading
business will have multiple
accounts, and these make up
the general ledger.

Similarly, all of those
transactions are recorded on
business documents, and
the details of those individual
documents are recorded in a
general journal. In this chapter you
will learn about the purpose of the
general journal and the general
ledger, and how to create and
use them.

UNIT 3 - PROGRESS €D — @ - O - O -

Balancing ledger
accounts

explain the purpose of a general journal [5.1]

record financial transactions in the general journal
[5.1]

explain the purpose of the general ledger [5.1]

record financial transactions in general ledger
T accounts [5.1]

formally balance a T form ledger account [5.2]

describe the purpose of a trial balance and prepare one
from a general ledger [5.3]

use a trial balance to identify particular recording errors
[5.3]

outline the errors a trial balance won't detect [5.3]

record drawings in the general ledger and show their
effect on owner's equity [5.5]

)

Extended
example:
from transactions

Chapter review

to balance

sheet

The role of
the trial balance

From documents
to ledger
accounts

Accounting
for drawings
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SUCCESS kY
When making multiple \\
entries in a general M
journal, always check ,’
that the total debits  ,/
equal the total 4

credits. 4

)

FROM DOCUMENTS TO LEDGER
ACCOUNTS

Now that you are familiar with the basic rules of debits and credits in ledger accounts,
you are ready to learn how to record transactions in a formal double entry system.

The full system of double entry accounting was shown as a flow diagram in
Chapter 3 (Figure 3.13). Part of that diagram is shown in Figure 5.1 to remind you of
the steps involved.

FIGURE 5.1 The start of double entry recording

Source documents General journal General ledger Trial balance

Invoices, receipts, Daily entries of Details of individual Listing of all account
EFT documents, and transaction data accounts balances (used to check
S0 on the general ledger)

Financial transactions are recorded on business documents. These documents are
issued and received as part of the day to day activities of the business. It is important
that the details of all documents are recorded daily. This is the purpose of the general
journal, which is sometimes known as a day book. (Remember that journals and
ledgers can be physical or digital, despite their names.)

The debit and credit entries required when a document is issued or received are
made in the general journal first. The journal records all the details of the transaction.
These details include four key items:

the names of the accounts affected by the transaction

the dollar amounts involved

a description of the transaction

the document number used to provide all the above details.

Consider the general journal entry in Figure 5.2, which shows the result of a business
owner contributing $100 000 on 1 March to commence their business. The evidence
of this transaction was provided by Memo 001.

FIGURE 5.2 General journal entry to commence business

Date Details Dr Cr
The two accounts affected

1 Mar "-3 Cash at bank by the transaction lOOOOO
g Capital 100000
Cash contribution by owner to commence business . '
(Memo 001) °
The date of the The narration, which explains The debit and
transaction the nature of the transaction credit entries

Regarding the four key items:

1 As the owner has contributed cash to the business, the two accounts affected are
Cash at Bank and Capital.

2 The dollar amount involved was $100 000, which results in an increase in Cash at

Bank (an entry in the debit column) and in Capital (an entry in the credit column).
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3 A brief description of the event is provided below the account names. This is
known as a narration.

4 The narration includes a document number, which in this case is Memo 001.

Two traditions are usually followed when preparing a general journal entry:
The debit entries are shown first, followed by the credit entries.
The credit entries in a general journal are indented to the right.

For example, in Figure 5.2 the title for ‘Capital’ is indented in the details section.

The amount of detail recorded in the general journal cannot be included in the
general ledger accounts, as they would become difficult to read. Instead, once the
general journal entries have been compiled for a day, the debits and credits are posted
to the general ledger accounts.

‘Posting” means transferring the details of debits and credits to the ledger accounts
so that the accounts are updated accurately and in a timely manner.

The general journal entry in Figure 5.2 would result in the following general ledger

accounts.
Cash at bank
Date Cross-reference $ Date Cross-reference $
1 Mar 100000
Capital
Date Cross-reference $ Date Cross-reference $
1 Mar 100000

The Cash at Bank account has increased with a debit entry, and the cross reference
noted is the Capital account. This cross reference helps to explain the nature of the

cash receipt the owner has injected capital into the business. O T
Similarly, the Capital account has a credit entry, with the cross reference being  ,/ DON'T!
. . 4 H \
Cash at Bank. The cross reference shows which asset was contributed by the /  Youwillose exam %\
owner (cash). Py marks if you use %
V4 . . . - \
As a reporting period continues, day to day events are entered into the ¢+ incorrect titles in either 'y
. . '\ the general journal or ledger /l =t b
general journal and then posted to ledger accounts. This means that all the « accounts. Make sure you
transactions of the business will end up being noted in the general journal, \\ use the full title for ,/
along with the relevant document numbers. v~ cachitem.Don't ¢
. . . \ abbreviate! ’
The general ledger is then updated on a regular basis (preferably daily), so . ’

that relevant financial information is available to the owner or manager in a timely
manner, satisfying two of the key qualitative characteristics of accounting.
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SUCCESS

Dates in accounting
records must be in
chronological order.
You will lose marks
if you record the
transactions out
of order. 4

)

A
A
AY

’
4

4
4

1
4

RECORDING IN THE GENERAL JOURNAL

Following on from the previous example, this business owner conducts several more
transactions at the start of March.

__________________________________________________________________________ )
i Mar 1 The owner contributed $100 000 to commence business (Memo 001) & .=')
) 2 Paid rent for the first month: $4000, plus GST of $400 (EFT rec. 4501) :
E 3 Borrowed $20 000 over five years from Acme Bank (EFT) E
i 4 Bought inventory on credit for $33 000, including GST of $3000 (Invoice 546) i
i 5 Sold goods for cash: $2000, plus GST of $200 (cost price of sale $1000) i
) (Receipt 5001) :
The general journal entries resulting from these five transactions are shown in
Figure 5.3.
FIGURE 5.3 General journal entries
Date Details Dr Cr
1 Mar Cash at bank 100000
Capital 100000
Cash contribution by owner to commence business
(Memo 001)
2 Mar Rent 4000
GST clearing 400
Cash at bank 4 400
Paid rent (EFT rec. 4501)
3 Mar Cash at bank 20000
Loan — ACME Bank 20000
Five-year loan taken out (EFT)
4 Mar Inventory 30000
GST clearing 3000
Accounts payable 33000
Bought inventory on credit (Invoice 546)
5 Mar Cost of sales 1000
Inventory 1000
Cash at bank 2 200
Sales 2000
GST clearing 200
Sold goods for cash (Receipt 5001)

The general journal is extremely flexible; it can be used to record any type of

transaction. It relies on the user knowing the rules of double entry accounting, and
simply states (as shown above) the debits and credits for every transaction.

Once the entries are prepared in the general journal, they are then posted to
the relevant ledger accounts, as shown in Figure 5.4.
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FIGURE 5.4 General ledger entries

Cash at bank

Date Cross-reference $ Date Cross-reference $
1 Mar Capital 100000 | 2 Mar Rent/GST clearing 4400
3 Mar Loan — ACME Bank 20000
5 Mar Sales/GST clearing 2 200
Capital

Date Cross-reference $ Date Cross-reference $

1 Mar Cash at bank 100000

Rent
Date Cross-reference $ Date Cross-reference $
2 Mar Cash at bank 4000
GST clearing
Date Cross-reference $ Date Cross-reference $
2 Mar Cash at bank 400 | 5 Mar Cash at bank 200
4 Mar Accounts payable 3000
Loan - Acme Bank

Date Cross-reference $ Date Cross-reference $

3 Mar Cash at bank 20000

Inventory
Date Cross-reference $ Date Cross-reference $
4 Mar Accounts payable 30000 | 5 Mar Cost of sales 1000
Cost of sales
Date Cross-reference $ Date Cross-reference $
5 Mar Inventory 1000
Accounts payable

Date Cross-reference $ Date Cross-reference $

4 Mar Inventory/GST clearing 33000

Sales

Date Cross-reference $ Date Cross-reference $

5 Mar Cash at bank 2000

m CHECK YOUR UNDERSTANDING >

Explain the purpose of the general journal.

Describe the purpose of a narration in a general journal entry.

Explain the link between the qualitative characteristics of accounting and the
information in the general journal.

/ EXAM SUCCESS

When you're
asked to explain

something, don't just

repeat the definition
from the textbook.
Explain it in your

b own words.
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m BALANCING LEDGER ACCOUNTS

balancing an account
entering a missing figure
on one side of a ledger
account to bring it to the
total on the other side

Ledger accounts may contain debits and credits from many transactions. The balance
of a particular account is the difference between the total debit entries and total credit
entries in that account. If an account has debit entries totalling $10 000 and credit
entries of $9000, the balance of the account is $1000 debit. An account with debits of
$350 and credits of $400 would have a credit balance of $50.

A formal process of balancing an account should be done if it has more than one
entry. Accounts are balanced at the end of a reporting period (i.e. on balance day) to
determine what is included in the balance sheet. When an account is balanced, the
balancing procedure becomes part of the firm’s permanent records.

Figure 5.5 shows the formal balancing of a Cash at Bank account, prepared for the
month of March 2023.

Balancing an account
means making sure
both sides of the ledger
add up to the same
amount, with the
balancing figure being

carried forward to the
new period.

)

FIGURE 5.5 Balancing a ledger account
Cash at bank

Date Cross-reference $ Date Cross-reference $

2023 2023

1 Mar Capital 50000 | 2 Mar Rent/GST clearing 1100

6 Mar Sales/GST clearing 1100 | 9 Mar Advertising/ 440

GST clearing

12 Mar | Sales/GST clearing 2200 | 14 Mar Wages 1800

18 Mar Sales/GST clearing 2 200 | 26 Mar Inventory/GST clearing 11000

25 Mar Loan 10000 | 30 Mar Insurance/GST clearing 660

29 Mar Sales/GST clearing 5500 | 31 Mar Balance 56000
71000 71000

1 Apr Balance 56000

This account is balanced as follows:
The two sides of the ledger account are totalled, and the larger amount ($71 000)
is written on both sides of the account.
On the side with the lower total (the credit side, in this case), the difference
between the two sides ($56 000) is entered as the balance.
Once this balancing figure is entered, the two sides are now equal and the account
is ruled off as balanced.
The balancing figure was entered on the credit side, so it's carried down to the

opposite side of the account. The Cash at Bank account now has a debit balance
of $56 000.
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The final balance is carried down on the last day of the reporting period 31 March,
in this example. This amount would appear as a current asset in the firm'’s balance
sheet for 31 March 2023. The balance in the ledger account is then ready for the new
reporting period, and therefore is an opening balance as at 1 April 2023.

The procedure is exactly the same if an account has a credit balance; that is, the
total credit entries exceed the total debits. The missing figure appears on the debit
side and is carried down to the credit side of the account. Figure 5.6 shows a loan
account (liability).

FIGURE 5.6 Balancing a ledger account (credit balance)

Loan
' Date Cross-reference $ Date Cross-reference $
2023 2023
' 31 Mar Cash at bank 500 | 1 Jan Balance 6000v
' 30 Jun Cash at bank 500
30 Sep Cash at bank 500
31 Dec Cash at bank 500
' 31 Dec Balance 4000
6000 6000
2024
1 Jan Balance 4000

This account shows $6000 owing as at 1 January 2024. Four quarterly repayments
were made during the year, and the account was balanced at 31 December 2023
to show that a liability of $4000 still exists. This amount would be reported in the
business’s balance sheet at this date.

m CHECK YOUR UNDERSTANDING >

1 If a general journal records debits and credits, why is it necessary to prepare
general ledger accounts?

2 Explain why is it necessary to balance accounts at the end of a period.

3 For each of the following accounts, identify whether they would usually have a

debit or a credit balance at the end of a period.
a Loan from bank

b Accounts receivable

¢ Accounts payable

d GST clearing
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m THE ROLE OF THE TRIAL BALANCE

During a reporting period, there may be hundreds or thousands of transactions
resulting in debits and credits in ledger accounts. With such a large amount of
trial balance recording, errors sometimes occur. A trial balance can be prepared during a reporting

list of general ledger period, as well as at the end, to identify errors in double entry recording. It lists all the
accounts with their . ) .

balances; used to check general ledger accounts with their balances on a specific date.

that the total value of all } . ., .

debits equals the value of Figure 5.7 shows an example of a trial balance for Modica's Motorbikes.

all credits

FIGURE 5.7 Trial balance showing general ledger account balances

MODICA’S MOTORBIKES: TRIAL BALANCE AS AT 30 JUNE 2023

Dr Cr
Accounts payable 1000
Accounts receivable 2000
Advertising 1000
Capital 9000
Cash at bank 2000
Cost of sales 4000
GST clearing 1000
Inventory 8000
Sales 9000
Wages 3000

20000 20000

A trial balance is used to check that the total of all debit entries is equal to the total of
all credit entries. It doesn’t detect all errors  only those where the debits don't equal
the credits.

A trial balance won't detect the following errors:

An incorrect amount is entered for both debit and credit (e.g. entering $98 in both
accounts, instead of $89).

A debit or credit is entered in the wrong account (e.g. a rent payment is debited to
the Wages account).

The debit and credit entries are reversed the account that should have been
debited is credited, and vice versa.

A transaction is omitted completely neither the debit nor the credit is entered.

There are compensating errors  two recording errors occur, but they counteract
one another. The result is that the trial balance is in balance by sheer good luck!

A trial balance

will detect some
errors in this
business’s accounts, ' «,
but not all. g

)
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None of these errors will be detected by preparing a trial balance, because they all
comply with the rules of double entry a debit for every credit for each transaction.
However, a trial balance should still be prepared regularly to detect errors that don't
comply with the rules.

FIGURE 5.8 Common trial balance errors

Common
Omission YRR trial balance -----.-.. o Transposition
errors

Duplication

DETECTING ERRORS THROUGH A TRIAL BALANCE

A trial balance won't balance if double entry accounting hasn’'t been completed
properly. The cause of the problem must then be found. Errors occur for many
reasons, but some common errors are easily detected (see Figure 5.8 and Table 5.1).

TABLE 5.1 Finding and correcting trial balance errors

Debit or credit When a trial balance doesn’t balance, calculate the difference between

omitted the total debits and total credits. Check this figure against the
transactions recorded for the period in the general journal. This will
detect a single error where one debit or one credit has been omitted.

Duplication of a  Two debits or two credits are sometimes made for one transaction. In
debit or credit this case, you can find the error by calculating the difference in the trial
balance totals and dividing by two.

For example, if wages of $2000 were paid, the correct double entry
is a debit to Wages and a credit to Cash at Bank. If both accounts were
debited, the total debits in the trial balance will be $4000 higher than
the credit side, because the Cash at Bank account was debited when it
should have been credited. Not only is the $2000 credit missing, but an
incorrect $2000 debit was also made.

Transposing You can locate a third type of error by dividing the difference in the trial
errors balance totals by nine. This will identify a transposing error, where a dollar
value has been incorrectly copied into a ledger account.
For example, a figure of $197 is entered as $179 in one account. The
difference in the trial balance due to this error would be $18, which is
exactly divisible by nine.

Transposing errors are more likely to occur with larger numbers. For example, a figure
of $12 540 may be entered as $12 450. The difference in this case is $90, which again
is exactly divisible by nine.

These methods don’t guarantee that all mistakes will be easily located in ledger
accounts. If several recording errors are made, these techniques won't be useful.

If you use all three methods and still can't identify the error, there may be multiple
recording errors. You will need to check each double entry against the transaction data.
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ALTERNATIVE PRESENTATION OF A TRIAL BALANCE

There are two acceptable methods of displaying the ledger account information in
a trial balance. The method used to prepare the trial balance in Figure 5.7 (page 88) is
one standard approach.

The other method groups together all the accounts with debit balances and all the
accounts with credit balances. This method, which uses a ‘T’ to distinguish between
accounts with debit and credit balances, is shown in Figure 5.9. Both methods are
acceptable, so use whichever you prefer.

FIGURE 5.9 T-format trial balance

MODICA’S MOTORBIKES: TRIAL BALANCE AS AT 30 JUNE 2023

$ $
Accounts receivable 2000 | Accounts payable 1000
Advertising 1000 | Capital 9000
Cash at bank 2000 | GST clearing 1000 |
Cost of sales 4000 | Sales 2000
Inventory 8000
Wages | 3000
20000 20000

m CHECK YOUR UNDERSTANDING ) () we pace s0

1 What is a trial balance? What is its function?

2 '‘If a trial balance balances, the double entry process has been done perfectly.’
Do you agree with this statement? Explain your answer.

3 Describe two types of errors that can be made in double entry accounting that
won’t cause a trial balance to not balance.

)
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EXTENDED EXAMPLE: FROM

TRANSACTIONS TO BALANCE SHEET

This extended example shows the system of recording transactions in the general
journal, posting the entries to general ledger accounts, then preparing a trial balance
and accounting reports.
The following transactions take place during the month of March 2023. They all
relate to Fuller Furniture, a small business owned and operated by Harrison Fuller.
The transactions are entered into the business’s general ledger and a trial balance
Is prepared as at 31 March 2023. From the trial balance, an income statement and
balance sheet are then prepared.

FULLER FURNITURE: TRANSACTIONS

Purchased inventory for cash: $10 000, plus GST of $1000
Purchased a delivery van: $15 000 cash, plus GST of $1500
Paid rent for the first month: $1500, plus GST of $150

Paid advertising: $500, plus GST of $50

Purchased inventory on credit from Better Furniture $1200, plus GST of $120

Cash sales made to customers: $3000, plus GST of $300 (cost price $1500)

Charged D Colaco $500, plus GST of $50, for bar stools sold on credit

(cost price $300)
Paid postage: $100, plus GST of $10

Received from cash clients: $800 for sales, plus GST of $80 (cost price $400)
Invoiced P Connop $500, plus GST of $50 for recliner chair (cost price $200)

Received $550 from D Colaco on account

Received $900, plus GST of $90, from cash clients (cost price $450)

Paid advertising $500, plus GST of $50
Paid Better Furniture $200
Paid monthly petrol account: $150, plus GST of $15

=/
Fuller deposited $80 000 in a separate bank account to commence the business E

_____________________________________________________________________________

FULLER FURNITURE: GENERAL JOURNAL

Date Details Dr Cr
1 Mar Cash at bank 80000
Capital 80000
 Cash contribution by owner to commence business !
2 Mar Inventory 10000
| GST clearing 1000 |
Cash at bank 11000
Bought inventory for cash
3 Mar Delivery van 15000
GST clearing 1500 |
Cash at bank 16500
Bought delivery van for cash
4 Mar Rent 1500
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GST clearing 150

Cash at bank 1650
Paid rent
6 Mar Advertising 500
GST clearing 50

Cash at bank 550
Paid advertising
8 Mar Inventory 1200
GST clearing 120

Accounts payable — Better Furniture 1320

Bought inventory on credit
11 Mar | Cost of sales 1500
Inventory 1500
Cash at bank 3300
Sales 3000
GST clearing 300
Sold goods for cash
17 Mar | Cost of sales 300
Inventory 300

Accounts receivable — D Colaco 550
Sales 500
GST clearing 50

Sold goods on credit

19 Mar Postage 100

GST clearing 10
Cash at bank 110

Paid postage

21 Mar | Cost of sales 400

Inventory 400
Cash at bank 880
Sales 800
GST clearing 80
Sold goods for cash
24 Mar | Cost of sales 250
Inventory 250

Accounts receivable — S Connop 660
Sales 600
GST clearing 60

Sold goods on credit

25Mar | Cash at bank 550

Accounts receivable — D Colaco 550

Cash received on account

28 Mar Cost of sales 450

Inventory 450
Cash at bank 930

)
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Sales 900
GST clearing 90
Sold goods for cash
29 Mar | Advertising 500
GST clearing 50
Cash at bank 550
Paid advertising
30 Mar | Accounts payable — Better Furniture 200
Cash at bank 200
Cash paid on account
31 Mar Petrol 150
GST clearing 15
Cash at bank 165
Paid petrol
Once all the transactions for March are recorded in the general journal, they are
posted to the general ledger accounts.
FULLER FRAMES: GENERAL LEDGER
Cash at bank
Date Cross-reference $ Date Cross-reference $
2023 2023
1 Mar Capital 80000 | 2 Mar Inventory/GST clearing 11000
11 Mar Sales/GST clearing 3300 | 3 Mar Delivery van/ 16500
GST clearing
21 Mar Sales/GST clearing 880 | 4 Mar Rent/GST clearing 1650
25Mar | Accounts receivable — 550 | 6 Mar Advertising/ 550
D Colaco GST clearing
28 Mar Sales/GST clearing 990 | 19 Mar Postage/GST clearing 110
29 Mar | Advertising/ 550
GST clearing
30 Mar | Accounts payable — 200
Better Furniture
31 Mar Petrol/GST clearing 165
31 Mar Balance 54995
85720 85720
1 Apr Balance 54995
Capital
Date Cross-reference $ Date Cross-reference $
1 Mar Cash at bank 80000
Inventory
Date Cross-reference $ Date Cross-reference $
2 Mar Cash at bank 10000 | 11 Mar | Cost of sales 1500
8 Mar Accounts payable — 1200 | 17 Mar Cost of sales 300
Better Furniture
21 Mar Cost of sales 400
24 Mar Cost of sales 250
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28 Mar Cost of sales 450
31 Mar Balance 8 300
11200 11200
1 Apr Balance 8300
Cost of sales
Date Cross-reference $ Date Cross-reference $
11 Mar Cost of sales 1500
17 Mar Cost of sales 300
21 Mar Cost of sales 400
24 Mar Cost of sales 250
28 Mar Cost of sales 450 | 31 Mar Balance 2900
2900 2900
1 Apr Balance 2900
GST clearing
Date Cross-reference $ Date Cross-reference $
2 Mar Cash at bank 1000 | 11 Mar Cash at bank 300
3 Mar Cash at bank 1500 | 17 Mar Accounts receivable — 50
D Colaco
4 Mar Cash at bank 150 | 21 Mar Cash at bank 80
6 Mar Cash at bank 50 | 24 Mar Accounts receivable — 60
S Connop
8 Mar Accounts payable — 120 | 28 Mar Cash at bank 90
Better Furniture
19 Mar Cash at bank 10
29 Mar Cash at bank 50
31 Mar Cash at bank 151 31 Mar Balance 2315
2 895 2 895
1 Apr Balance 2315
Delivery van
Date Cross-reference $ Date Cross-reference $
3 Mar Cash at bank 15000
Rent
Date Cross-reference $ Date Cross-reference $
4 Mar Cash at bank 1500
Advertising
Date Cross-reference $ Date Cross-reference $
6 Mar Cash at bank 500
29 Mar Cash at bank 500 | 31 Mar Balance 1000
1000 1000
1 Apr Balance 1000
Accounts payable - Better Furniture
Date Cross-reference $ Date Cross-reference $
30 Mar Cash at bank 200 | 8 Mar Inventory/GST clearing 1320
31 Mar 1120
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1320 1320
1 Apr Balance 1120
Sales
Date Cross-reference $ Date Cross-reference $
11 Mar Cash at bank 3000
17 Mar Accounts receivable — 500
D Colaco
21 Mar Cash at bank 800
24 Mar | Accounts receivable — 600
P Connop
31 Mar Balance 5800 | 28 Mar Bank 900
5800 5800
1 Apr Balance 5800
Accounts receivable — D Colaco
Date Cross-reference $ Date Cross-reference $
17 Mar Sales/GST clearing 550 | 25 Mar Cash at bank 550
Accounts receivable - S Connop
Date Cross-reference $ Date Cross-reference $
24 Mar Sales/GST clearing 660
Postage
Date Cross-reference $ Date Cross-reference $
19 Mar Cash at bank 100
Petrol
Date Cross-reference $ Date Cross-reference $
31 Mar Cash at bank 150

The general ledger accounts above have been balanced and the balances of all

accounts are now available to prepare the trial balance. Note how the balance of
‘Accounts receivable D Colaco’ is zero as of 31 March, as the total debits are exactly

equal to the total credits, so that account is no longer listed in the trial balance.

FULLER FURNITURE: TRIAL BALANCE AS AT 30 JUNE 2023

$ $
Cash at bank 54 995 | Capital 80000
Inventory 8 300 | Accounts payable — Better 1120
Furniture

Cost of sales 2900 | Sales 5800
GST clearing 2315
Delivery van 15000
Rent 1500
Advertising 1000
Accounts receivable — S Connop 660
Postage 100
Petrol 150

86 920 86 920
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The total debit entries equal the total credits, so the trial balance balances.

The double entry process has been done correctly, so the accounting reports can
now be prepared. Of the five types of accounts used in the general ledger (A, L, OE,
R, E), two are used for the income statement (R, E) and the other three are used for
the balance sheet (A, L, OE).

As profit equals revenue less expenses, these items are used to prepare the

income statement. This leaves the accounts that make up the accounting equation:
A=L+ OE.

FULLER FURNITURE: INCOME STATEMENT FOR MONTH ENDED 31 MARCH 2023

$ $

Sales 5800
Less: Cost of sales 2900
Gross profit 2900
Less: Other expenses

Rent 1500
Advertising 1000

Postage 100

Petrol 150 2750
Net profit 150
FULLER FURNITURE: BALANCE SHEET AS AT 31 MARCH 2023

Assets $ $ Liabilities $ $
Current assets Current liabilities

Cash at bank 54 995 Accounts payable — 1120

Better Furniture

Inventory 8 300

GST clearing 2315 Owner’s equity

Accounts receivable — 660 66 270 | Capital 80000

S Connop

Non-current assets Net profit 150 80 150
Delivery van 15000

81270 81270

m CHECK YOUR UNDERSTANDING > () we pace 61

1 Put the following processes of an accounting system into the correct order:

= jncome statement = source documents
= |edger accounts = general journal
= balance sheet = trial balance.

2 Using the information in the balance sheet above, comment on the liquidity of this
business, taking into account the values of current assets and liabilities.

3 Would you be satisfied with the profit earned if you were the business owner?
Explain your answer fully.

)
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m ACCOUNTING FOR DRAWINGS

Drawings occur when the owner of the business withdraws assets for personal use.
The most common asset withdrawn is cash.

Drawings are classified within the owner’s equity account, but they are the
opposite of capital and negative in nature. They require an entry opposite to that
made when an owner puts capital into the business. When an owner withdraws an
asset, the asset account involved will be credited, with the debit entry being made in
a Drawings account.

A cash withdrawal would be recorded as follows:

Cash at bank

Date Cross-reference $ Date Cross-reference $
10 Jan Drawings 500
Drawings
Date Cross-reference $ Date Cross-reference $
10 Jan Cash at bank 500

At the end of a reporting period, the balance of the Drawings account is treated as a
negative figure under the owner'’s equity section of the balance sheet.

For example, if the Capital account had a balance of $50 000, the profit earned for
the year was $20 000 and the drawings during the period were $10 000, the owner’s
equity would be calculated and reported as follows.

BALANCE SHEET (EXTRACT)

Owner’s equity $ $ $
Capital 50000

Net profit 20000 70000

Less: Drawings 10000 60000

Inventory records
must be updated
B whenever a
~ purchase or sale
. is made.

m CHECK YOUR UNDERSTANDING >

1 Describe the function of a ‘drawings’ account.
2 How are drawings classified — as A, L, OE, R or E? Explain your answer.

3 A business owner earns a profit of $50 000 this period, but withdraws $90 000 in cash
in the same period. Explain the potential impact this may have on the business.

drawings

withdrawal of assets
by the proprietor of

a business
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CHAPTER REVIEW

KEY CONTENT

= [5.1] The general journal records all the key details of a transaction.The journal entry should
show the accounts affected, the dollar amounts and the reference numbers of all

related documents, and contain a brief description of the transaction.

= [5.1] Once the general journal entries have been compiled, the debits and credits are posted

(transferred) to the general ledger accounts.

= [5.2] Following the core principle of double entry accounting, each transaction from the
general journal should be recorded in at least two ledger accounts one for credits and

one for corresponding debits.

= [5.3] Ledger accounts may contain debits and credits from many transactions. The
balance of an account is the difference between the total debit entries and the total

credit entries.

= [5.3] Accounts should be balanced at the end of a reporting period. Balancing involves
entering a missing figure on one side of a ledger account to bring it to the total on the
other side.

= [5.3] Preparing a trial balance during a reporting period helps to detect errors in double entry

recording. A trial balance is used to check that the total of all debit entries is equal to

the total of all credit entries.

= [5.9] Drawings occur when the owner of the business withdraws assets for personal use.
They require an entry opposite to that made when an owner puts capital into the

business.

CHAPTER 5 EXERCISES

25| SPREADSHEET  { Preparing the general journal

m WB PAGE 63

Nik Brudenell is the owner of Dreamy Daze Music Store. In his first week of trading,

the following transactions took place.

Apr 1 Brudenell deposited $120 000 to commence the business (Receipt 601) =

2 Paid rent of $1200, plus GST of $120 (EFT rec. 401)

3 Purchased shop fittings from Seddon Office Furniture on credit. Total cost was

4 Bought inventory for cash $10 000, plus GST of $1000 (EFT rec. 402)
5 Purchased inventory on credit from Top 40 Music: $5000, plus GST

E $17 600, including GST (Invoice 2711)

(Invoice 989)

_____________________________________________________________

______________

a Enter the above transactions into the general journal of Dreamy Daze Music Store.

b Prepare the Cash at Bank and GST Clearing general ledger accounts, including the

relevant entries from the general journal.

)
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2 Preparing the general journal (1) we pace o4 SPRERDSHEETD

Dave Congdon sells motorcycle parts in his business, trading under the name of DC
Bikes. On 1 March 2023, the following account balances existed:

Cash at Bank $12 000

Inventory $52 000

Accounts Receivable $9800

Accounts Payable $5400

GST Clearing $1200 Cr

Capital $67 200.

The following transactions took place in the first week of March 2023. gz
________________________________________________________________________ + -
Mar Paid advertising $440, including GST =)

1
2 Sold goods on credit for $4000, plus GST (cost price $2200)
3 Took out a loan from NBA $10 000

4 Received cash from accounts receivable via EFT $2800

5 Cash sales of $3500, plus GST (cost of sales $1700)

6 Paid accounts payable via EFT $2400

7  Paid insurance $670, plus GST

a Prepare general journal entries to record the above transactions. (Narrations are not
required.)

b Prepare the following ledger accounts, including the relevant transactions from your
general journal: Cash at Bank, Inventory, Cost of Sales and GST Clearing.

¢ Balance the four ledger accounts prepared in part b.

H =
3 General journal to ledger accounts (1) we pace 65 SPREADSHEET

Emma Robinson is the owner of Ambient Audio. The following transactions occurred in
her first week of operations in 2023.

________________________________________________________________________

May 1 Robinson deposited $145 000 in a separate bank account to set up the &)
business (Memo 501)

Purchased office furniture on credit from Commercial Furniture for $5200,
plus GST of $520 (Invoice 3829)

i 2 Bought shop fittings for cash $16 500 (including GST of $1500) (EFT rec. 301)
i and paid the first month'’s rent $8000, plus GST of $800 (EFT rec. 302)

i 3 Purchased inventory on credit for $25 000, plus GST of $2500 (Invoice 1919)
E 4 Cash sales $9000, plus GST of $900 (cost price $5000) (EFT summary), and

! paid advertising of $600, plus GST of $60 (EFT rec. 303)

i 5 lIssued an invoice for $4800, plus GST of $480, to Swinburne University for

: goods provided (cost price $2400) (Invoice 001)

E 6 Cash sales $1540, including GST of $140 (cost price $700) (EFT summary)

E 7  Paid Commercial Furniture $2000 (EFT rec. 304), and made cash sales of

- $2000, plus GST of $200 (cost price $1100) (EFT summary)

i Bought inventory for cash $4000, plus GST $400 (EFT rec. 305)

a Enter the transactions into the general journal of Ambient Audio.
b Prepare all general ledger accounts by posting all entries from your general journal.

¢ Prepare a trial balance as at 7 May 2023.
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=] spreapsiEeT 4 General journal to ledger accounts (D) we pace 70

The following transactions relate to the business of Betty's Boutique:

Jun 1 B Rubble deposited $150 000 to commence the business &)

Purchased the business premises for $720 000, paying $120 000 cash with the
balance being financed by a loan from NAB Finance

3 Bought inventory for $15 000 cash, plus GST of $1500, and office equipment
for $4500 cash, plus GST of $450

i 4 Purchased $18 000 worth of inventory on credit from Classic Clothes and was

charged GST of $1800

5 Sold goods for cash $4200, plus GST of $420 (cost price of goods sold $1900)
Paid wages of $450

7 Invoiced clients for credit sales $5800 and charged them GST of $580 (cost
price $2500)

___________________________________________________________________________

a Prepare general journal entries for the above transactions. (Narrations are
not required.)

b Post your general journal entries to the general ledger accounts and balance the
accounts to determine their balances as at 7 June 2023.

¢ Prepare a trial balance as at 7 June 2023.

S5 SPREADSHEET - 5 Analysis of the general journal (D) we pace 74

Nick Smith operates a small business, Cake Craze, selling gourmet cupcakes and
doughnuts. He has provided the following extract from his general journal for the
month of June 2023.

GENERAL JOURNAL
Date Details Dr Cr
2 Jun Computer 2000
Capital 2000
4 Jun Inventory 6000
GST clearing 600
Cash at bank 6 600
6 Jun Office furniture 5000
GST clearing 500
Accounts payable 5500
8 Jun Advertising 400
GST clearing 40
Cash at bank 440
10 Jun Cash at bank 220
GST clearing 20
Sales 200
Cost of sales 100
Inventory 100
12 Jun Inventory 5400
GST clearing 540
Accounts payable 5940
14 Jun Cost of sales 1500
Inventory 1500

)
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Accounts receivable 3300

Sales 3000

GST clearing 300
16 Jun Cleaning of premises 100
GST clearing 10

Cash at bank 110

At 1 June 2023, the following account balances were noted:

Cash at Bank
$4300 debit

Inventory
$35 400 debit

a Describe the transactions that have resulted in each of the journal entries shown.

GST Clearing
$3200 credit.

b Prepare the relevant entries in the following general ledger accounts and balance

them at the end of June 2023: Cash at Bank, Inventory and GST Clearing.

6 Analysis of ledger accounts

The following accounts appeared in the general ledger of Armadale Auto Parts, a small
business owned and operated by Karen Rivalland.

Cash at bank

m WB PAGE 75

$ $
1 Jun Capital 30000 | 2 Jun Fittings/GST clearing 16500
4 Jun Sales/GST clearing 660 | 3 Jun Inventory/GST 3300
clearing
Capital
$ $
1 Jun Cash at bank 30000
Fittings
$ $
2 Jun Cash at bank 15000
GST clearing
$ $
2 Jun Cash at bank 1500 | 4 Jun Cash at bank 60
3Jun Cash at bank 300 | 6 Jun Accounts receivable 10
5Jun Accounts payable 40
Inventory
$ $
3Jun Cash at bank 3000 | 4 Jun Cost of sales 300
5Jun Accounts payable 400 | 6 Jun Cost of sales 60
Cost of sales
$ $
4 Jun Inventory 300
6 Jun Inventory 60
Sales
$ $
4 Jun Cash at bank 600
6 Jun Accounts receivable 100
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Accounts payable

$ $

5Jun Inventory/GST 440
clearing

Accounts receivable

$ $

6 Jun Sales/GST clearing 110

In chronological order, list the transactions that resulted in the double entries in the
above ledger accounts.

7 Detecting errors in a trial balance () we pace 76
The following errors were made in recording transactions in general ledger accounts.

A debit to Wages of $500 was recorded as a debit to Insurance of $500.
A $600 credit to Repair Fees was recorded as a debit to Repair Fees.
A debit of $164 to Advertising was recorded as a debit of $146 to Advertising.

A receipt of $50 interest was recorded as a debit to Interest and a credit to Cash
at Bank.

A cash purchase of inventory of $300 wasn’t recorded in the books at all.

Q 6 T o

(1]

f  $324 received from accounts receivable was debited to Cash at Bank as $324 and
credited to Accounts Receivable as $342.

g A credit sale of goods for $200 was recorded as a cash sale. The cost of sales of
$100 was recorded as a debit to Inventory and a credit to Cost of Sales.

h A cash sale of $550, including GST of $50, was recorded as a debit to Cash at Bank
$550, a debit to GST Clearing of $50 and a credit to Sales of $500.

For each error listed, state what difference there would be in the totals of a trial
balance. Explain your answers.

SPREADSHEET 8 From documents to trial balance [T ws pace 76

The documents shown below were found in the office of Vicky's Vacs, a small
business that specialises in vacuum cleaners. The owner, Vicky Baron, still issues
many hand written receipts and uses cheques to pay costs.
On 1 March 2023, the following account balances were available:
Cash at Bank $2300
Accounts Receivable Domestic Cleaning $100, Inventory: $25 000
Accounts Payable Victorian Vacuum Cleaners $200
GST Clearing $5000 (credit balance)
Capital Baron $22 200.

% Vicky's Vacs ABN 04 213984 618 Receipt 101
Shop 1
Black Arcade TAX INVOICE

Melbourne VIC 3000
Date: 2/3/23
Received from: M. Kingsley

The amount of: Four Wundred & forty dollars $  440.00
For: Cash sale—ttoover model Ba34s GST included $ 4000
Signed: V. Baron Received with thanks

)
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.‘z.f. Vicky's Vacs ABN 04 213984618 Receipt 102
Shop 1
Black Arcade TAX INVOICE
Melbourne VIC 3000
Date: 7#/3/23
Received from: P Lazzaro
The amount of: Two Mundred & twenty dollars $ 22000
For: Cash sale — Lark Standard GST included $ 2000
Signed: V. Baron Received with thanks
HOOVER INDUSTRIES TAX INVOICE A144 ABN 09 004 121 982

82 Queens Avenue
North Melbourne 3051

To: Vicky’s Vacs
Shop 1 Black Arcade
Melbourne VIC 3000

Date: 4/3/23
Terms: 30 days

Description Qty Unit price Subtotal GST Total
Hoover WQ12 cleaners 10 $150.00 $1500.00 $150.00 $1650.00
Totals $1500.00 $150.00 $1650.00
Total (excluding GST) $1500.00
Total GST payable $150.00
Total Amount Payable (including GST) $1650.00
. Vicky's Vacs ABN 04 213984 618 Receipt 103
Shop 1
Black Arcade TAX INVOICE
Melbourne VIC 3000
Date: 7/3/23
Received from: __# Filardo
The amount of; Three undred & thirty dollars $  330.00
For: Cash sale — Lark Deluxe GST included $ 3000
Signed: V. Baron Received with thanks
Your Bank Your Bank
DATE: 12/ 3/ 23 DATE: 13 / 3 / 23
Bal. b/f Bal. b/f
Thischg. $ 165 Thischg.  $ 200
For: Adpvertising For: Wages
$ 150 $ 200
plus GST $ 15 plus GST $ —
Bal. Bal.
Chg. no. 9145 Chg- no- 9l4k
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Vicky's Vacs ABN 04 213 984 618 Receipt 104
Shop 1
Black Arcade TAX INVOICE
Melbourne VIC 3000
Date: 176/3/23
Received from: _ J tta
The amount of: Three Mundred & thirty dollars $  330.00
For: Cash sale — oover mode| WR12 GSTincluded  $  320.00
Signed: V. Baron Received with thanks
Vicky’'s Vacs ABN 04 213 984 618 Receipt 105
Shop 1
Black Arcade TAX INVOICE
Melbourne VIC 3000
Date: 19/3/23
Received from: A Erkiun
The amount of: Four hundred & forty dollars $ 440.00
For: Cash Sale — Lark Deluxe GSTincluded  $  40.00
Signed: V. Baron Received with thanks
Vl’c/eyiv Vacs TAX INVOICE 432 ABN 04 213 984 618
Shop 1 Black Arcade
Horsham VIC3400 Date: 21/3/23
To:  Hinton Hotel Terms: 30 days
999 Flinders St
Horsham VIC 3400
Description Quantity | Unit price Subtotal GST Total
Hoover WQ12 cleaners 6 $300.00 | $1800.00 $180.00 | $1980.00
Totals $1800.00 $180.00 | $1980.00
Total (excluding GST) $1800.00
Total GST payable $180.00
Total Amount Payable (including GST) $1 980.00
DATE: 23/ 3 /23 DATE: 26/ 3/ 23
Bal. b/f Bal. b/f
This chg. $ 66 This chg. $ 150
For: Stationery For: Wages
$ 60 $ 150
pusGST  § 5 pusGST § —
Bal. Bal.
Chg. no. A9L47? Chg. no-. 9148

)
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Additional information
It is Vicky's policy to double the cost price of all inventory items to determine selling
prices. For example, an item that sells for $300 has a cost price of $150.

a Using the source documents provided, enter the transactions relating to Vicky's
Vacs in the general journal.

b Enter the opening balances into the general ledger accounts and post the entries
from the general journal prepared in question a.

¢ Prepare a trial balance as at 31 March 2023.

9 Balance sheet to balance sheet m WB PAGE 81 SPREADSHEET

Lovejoy's Lava Lamps has been operating as a small business for a number of years.
On 1 July 2023 the following assets and liabilities were in existence.

Assets $ Liabilities $

Cash at bank 4000 | Accounts payable 1000

Accounts receivable 1300 | Loan from bank 12000

Inventory 26000 | GST clearing 2000

Shop fittings 25000 | Owner's equity

Capital - Lovejoy ?

During July 2023, the following transactions occurred.
________________________________________________________________________ G

July Purchased inventory on credit $1 700, plus GST of $170 &2

I 2

i 3 Paid insurance $50, plus GST of $5 (for one month)

. 4 Received from cash clients $880, including GST of $80 (cost of sales $350)
i 5 Paid monthly loan repayment $500

i 6 Received $600 from N Flanders — accounts receivable

i 9 Cash sales $750, plus GST of $75 (cost of sales $350)

| 10  Paid $100 for stationery, plus GST of $10

i 11 Purchased new computer for $1650 cash (including GST of $150)

E 12 Lovejoy withdrew $100 for personal use

E 13 Received $1100 from cash sales, including GST of $100 (cost price $500)
i 14 Paid fortnight's wages $650

: 16  Paid accounts payable for inventory purchases from last month $600

i Sold goods for cash for $550, including GST of $50 (cost price $300)

i Cash sales of goods $1200, plus GST of $120 (cost price $450)

E 19 Paid advertising account $180, plus GST of $18

E 20 Received $660 from cash client, including GST of $60 (cost of sale $300)
E 23 Sent out a quote for lamps for $1990 to Lunar Homes (including GST)

Received $530 from cash customer, plus GST (cost price $160) and invoiced
N Flanders for $550 for another credit sale, including GST (cost of sale $270)

28 Paid fortnight's wages $650
30 Banked cash sales of $1880, plus GST of $188 (cost of sales $1030)

a Enter the transactions into the general journal for Lovejoy’s Lava Lamps. (Narrations
not needed.)

b Calculate Lovejoy's capital figure as at 1 July 2023 and enter the opening balances
into ledger accounts.

Enter the transactions into the general ledger of Lovejoy’s Lava Lamps.
Formally balance the ledger accounts and extract a trial balance as at 31 July 2023.
Prepare an income statement for the month ended 31 July 2023.

== 0o Q O

Prepare a classified balance sheet as at 31 July 2023.
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SPREADSHEET 10 Balance sheet to balance sheet (T we pace a0

Deckard’s Drones had the following account balances in its general ledger on
1 August 2023.

$ $

Cash at bank 1200 | Accounts payable 2750

Accounts receivable 300 | Loan — Nissan Finance 15000

Inventory 43 800 | GST clearing 3 000

Vehicle 38000 | Capital — Deckard 62 550
During August 2023, the following transactions occurred: ~—
________________________________________________________________________ ¥ -

Aug 2 Cash sales $3200, plus GST of $320 (cost of sales $1500) &I

i 3 Purchased goods on credit from Oz Electricals $5400, plus GST i
i 4 Paid for petrol $165, including GST :
E 5 Paid advertising account with local newspaper $140, plus GST of $14 i
E 8 Received from cash clients $2860, including GST of $260 (cost of sales $1400) E
E The owner withdrew $300 cash from the business i
E 10  Invoiced J Walker $385 for credit sales, including GST of $35 (cost price $170) i
i 11 Monthly insurance premium paid on vehicle $480, plus GST of $48 i
E 12 J Beam paid $300 on account i
i Paid for petrol $110, including GST of $10 :
E 13 Purchased stationery for cash $70, plus GST i
' 16 Paid Oz Electricals $1500 E
i 17  Arranged with the bank an overdraft limit of $10 000 E
i 18  Received from cash customers $2800, plus GST of $280 (cost price $1500) i
E 19 Purchased petrol for cash $121, including GST of $11 E
E 20 Inventory bought for cash $1800, plus GST of $180 !
' 23 Cash clients paid a total of $1980, including GST of $180 (cost of sales $950) |
i 24 Loan repayment made to Nissan Finance $250 i
i 25 Paid for petrol $99, including GST i
' 26 JWalker paid $100 i
E 29 D Deckard withdrew cash for personal use $400 E

30 Submitted a quote to supply two large drones to Altona College (selling price
$1200 + $120 GST each, cost price $700 each)

a Enter the above transactions into the general journal for Deckard’'s Drones. Use one
account for all accounts receivable and one account for all accounts payable.

b Enter the opening balances into the appropriate general ledger accounts and post
the general journal entries to your accounts.

¢ Formally balance the ledger accounts and extract a trial balance as at 31 August 2023.
Prepare an income statement for the month ended 31 August 2023.
Prepare a classified balance sheet as at 31 August 2023.

)
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CASE STUDY [EQ] WB PAGE 97 EEE| SPREADSHEET

Jakob Smith is the owner of Smith's Great Outdoors, a small business that specialises in
backpacks, tents and camping equipment. Smith has produced the following trial balance
at the end of the firm’s reporting period.
Smith had some difficulty getting his trial balance to balance. His investigation into the
accounts of the business revealed the following information.
= A credit sale of $3740, with GST of
$374, was recorded as $3470 and SMITH’'S GREAT OUTDOORS: TRIAL BALANCE AS AT
GST of $347. The cost price of the 31 MARCH 2023

sale was $1700; this was recorded $ $
as a debit to Inventory and a credit to | Advertising 1440 | Capital 139860
Cost of Sales. Cash at bank 5290 | Cash sales 86340
* Acash paymeht_of $640 (plus GST of Commission revenue 1540 | Accounts payable 3360
$64) for advertising was completely ' o or jog 62000 | Credit sales 35400
omitted from the ledger accounts ) )
. Drawings 10800 | Accounts receivable 2500
of the business. :
= Smith paid $540 insurance on his Insurance 2300 | GST clearing 4000
family home and made an EFT Interest on loan 3890 | Loan from bank 21000
payment from the business bank Inventory 55400
account. As it was paid from the Office equipment 9800
firm’s bank account, this payment Postage 1020
was included in the Insurance Rent of premises 96200
account shown in the trial balance. -
= A payment of a telephone bill of >ecurity expenses 1920
$440 (including GST of $40) was Shop fittings 12400
accidentally debited to the Wages Telephone 2840
account. (GST was recorded Wages 24300
accurately.) 290540
= Smith withdrew $500 cash from Miscellaneous 1920
the business in March 2023. expenses
Unfortunately, this has been 292460 292460
recorded as a withdrawal of
inventory.

= A receipt of $200 from an account receivable was recorded as a cash payment to an
account payable.

= A cash sale of $900 was recorded as a credit sale of $900. The cost of this sale was
recorded correctly, as was the GST.

= Smith isn’t certain that he has sorted all of the accounts correctly in the trial balance.
He has asked that you check this, as he thinks some accounts may be listed on the
wrong side of the report.

= Smith couldn’t get the trial balance to balance, so he created the item "Miscellaneous
Expenses $1920' to get his trial balance in balance. No such expense had been paid
during the reporting period.

a Jakob Smith has breached some accounting assumptions and/or failed to ensure that
his accounting information has the qualitative characteristics required. State and explain
the qualities and/or assumptions that he has breached, giving details of the items
affected by the breaches.

b Redraft the entire trial balance for Smith’s business, considering the information
provided. Your redrafted trial balance should be accurate as at 31 March 2023.
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CHAPTER CHECKLIST

Now that you have finished Chapter 5, double check your progress.

Are you ready for your Unit 3 assessment?

| have ...

// completed all ‘Check Your Understanding’ questions
 completed all exercises

// completed the end of chapter activity

 handed in my workbook for marking.

| understand ...

/ the General Journal and General Ledger and their use in recording
transactions, both manually and using ICT, including:

cash payments
cash receipts
drawings of inventory by the owner
/ the purpose and use of the pre adjustment Trial Balance

(7 the process of balancing General Ledger accounts for assets,
liabilities and owner's equity

/ the recording of the transfer of drawings to the Capital account
in the General Journal and General Ledger.

lcan ...

/ identify and manually record financial data in the General Journal and General Ledger
/ use ICT to record financial data in the General Journal and General Ledger
(7 explain the purpose of a Trial Balance.

© VCAA; by permission.

60

Make sure you
one more
time when preparing for
the exam.

@ g @ mea.digital/acc34 5

Read back over Watch the
the chapter now, then , then ask
complete the your teacher if you need
additional help.
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GENERAL JOURNAL
TRANSACTIONS

Chapter 5 introduced the concept LEARNING OBJECTIVES
of the general journal, and

showed how to use double entry By the end of this chapter, you will be able to:
accounting to record a number of » use the general journal to establish a set of double
common transactions. However, entry records [6.1]

the general journal is a powerful

= record the contribution of assets by a business owner
tool, and can be used to record far

[6.2]
more than sales and expenses. _ _
In this chapter you will learn = record the withdrawal of assets by a business owner
how to record other types of [6.2]
transactions, and how to correct = record inventory being used for advertising purposes
errors via the general journal. [6.3]

= correct recording errors through the general journal
[6.4]

UNIT 3 — PROGRESS 0-9—0-0—6— )

Contribution Correcting errors
or withdrawal of through the general
assets journal
Donations of
Managing a double inventory Chapter review
entry system and business and exercises
advertising

978 1 4202 3962 1



m MANAGING A DOUBLE ENTRY SYSTEM

In previous chapters you learnt about many of the day to day financial transactions
business owners are required to record in a general journal and general ledger
accounts, using the rules of double entry accounting. In this chapter you will examine
some additional transactions.

For example, the following events may occur during the life of a business:

the owner contributes assets (other than cash)

the owner withdraws an asset (other than cash) for personal use

the owner decides to introduce a double entry accounting system

the owner returns inventory purchased to a supplier

a customer returns inventory sold

errors are made in the recording process and corrected via the general journal.

CONTRIBUTING MULTIPLE ASSETS

Often, the first time management uses a general journal is when the business is
created. This usually involves the business owner making a cash contribution, with
a debit entry to the Cash at Bank account and a credit entry to Capital as the first
double entry.

However, if the owner contributes multiple assets, such as cash and equipment,
an entry for each must be created in the general journal.

EXAMPLE 6.1

Linda Carter commences business on 1 March with a cash contribution of $60 000, a
vehicle valued at $35 000 and equipment valued at $5000.

Three different assets are contributed by the owner, all of which are created through
the general journal entry.

GENERAL JOURNAL
Date Details Dr | Cr
1Mar | Cash at bank 60 000
| Vehicle 35000 |
Equipment 5000
Capital 100 000 |
Assets contributed by owner to commence
business (Memo 001)

The principles of double entry are upheld in this general journal entry because the total
debits equal the total credits. The journal entry results in the following general ledger

accounts.
Cash at bank
| | $ $
' 1Mar | Capital 60000 |
Vehicle
| | $ $
1Mar | Capital 35000 |

)
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Equipment

$ $
1 Mar Capital 5000
Capital
$ $
1 Mar Cash at bank 60 000
Vehicle 35000
Equipment 5000

These entries are used to establish an accurate snapshot of the business when

it is first established. The Cash at Bank account and the non cash assets are
created via the general journal entry. The three assets contributed by the owner
are then accumulated in the Capital account, reflecting the fact that the owner has
commenced trading with $100 000 starting capital.

CONTRIBUTING A LIABILITY

In addition to the assets invested into a business when it is set up, an owner may also
bring some established debts into a business.

EXAMPLE 6.2

Linda Carter’s vehicle was financed by a loan of $18 000. This means that the owner
doesn’t have a net worth of $100 000; when liability is taken into account, her net worth
becomes $82 000 ($100 000 — $18 000). The opening general journal entry then changes.

GENERAL JOURNAL

Date Details Dr Cr
1 Mar Cash at bank 60 000
Vehicle 35000
Equipment 5000
Loan — NAB 18 000
Capital 82 000
Assets and liabilities contributed by owner
to commence business (Memo 001)

If a liability is contributed to a business, along with a number of assets, this has a
negative effect on the owner’s Capital account, as the net worth of the business to
the owner has been reduced.

EXAMPLE 6.3

Linda Carter’s updated Capital account takes into account the liability that has also been
created.

Capital
$ $
1 Mar Loan — NAB 18000 | 1 Mar Cash at bank 60 000
Vehicle 35000
Equipment 5000
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opening journal entry
general journal entry
made on the first day of
business, or on the first
day of a double entry
recording system being
established

)

ESTABLISHING A NEW DOUBLE ENTRY SYSTEM

Another possible scenario is a business that has been operating for a number of years
using single entry accounting but has now decided to establish a set of double entry
books. In this situation the values for all accounts, as shown in the balance sheet, can
be used as the data to be entered in the general journal.

EXAMPLE 6.4

Siliato’s Sports has used single entry accounting to this point, with the following details.

Assets $ $ Liabilities $ $
Cash at bank 4000 | GST clearing 1000

' Accounts receivable 3000 | Accounts payable 2 000
Inventory 18 000 ' Loan - OK Finance 5000 8 000
Shop fittings 24000 Owner’s equity
Less: Accumulated (7 000) 42 000 k Capital 34 000 42 000
depreciation

The proprietor, Adrian Siliato, decides to introduce a full double entry system on 1 July
2023, using this information as the starting point. A general journal entry is created to set
up the business.

GENERAL JOURNAL
Date Details Dr Cr
1Jul | Cash at bank | 4000
| Accounts receivable 3000
Inventory | 18 000
Shop fittings 24000
Accumulated depreciation — shop fittings 7 000
GST clearing 1000
Accounts payable 2 000
Loan — OK Finance 5000
Capital | 34000

Assets and liabilities contributed by owner
to commence business (Memo 76)

Note that when setting up double entry for an existing business, the profit and/or
drawings for the previous reporting period aren’t required in the opening journal entry.

The general journal entry in Example 6.4 uses the accounting equation to
determine the capital figure of the owner. The account for accumulated depreciation is
shown as a credit entry along with the liabilities of the business, as they both reduce
the owner’s equity in the business.

Once this entry is posted to the general ledger, the double entry system is
officially started. All the usual entries can now be made in the journal on a daily basis.
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CONTRIBUTION OR WITHDRAWAL
OF ASSETS

The most common asset contributed to or withdrawn from a business by a proprietor
is cash. However, there may be times when an owner decides to contribute or
withdraw a different asset. Consider the events entered into the journal below.

+
X

Jul 1 The owner contributed an office desk to the business, with a fair
value of $200.

2 The owner withdrew inventory with a value of $100 for personal use.

These transactions are recorded in the general journal as shown in Figure 6.1.

FIGURE 6.1 General journal entries for contribution or withdrawal of assets other than cash

GENERAL JOURNAL
' Date Details Dr Cr
1 Jul Office furniture 200
Capital 200

Owner contributed an office desk to the
business (Memo 12)

2 Jul Drawings 100
Inventory 100

Owner withdrew inventory for personal use
(Memo 13)

Whenever an owner puts an asset into a business, the particular asset account must
be debited and the Capital account credited. If an asset is withdrawn, the opposite
occurs the Drawings account is debited (to record the negative effect on owner'’s
equity) and the particular asset account is credited.

Withdrawing inventory is more complicated. WWhen a business buys its inventory,
it records a debit entry to the Inventory account. If the owner withdraws some of
this inventory, the asset account must be reduced to reflect the decrease that has
occurred in the amount of inventory on hand.

Always remember that the Inventory account should show the cost of goods
available for sale at any time during the reporting period. If a decrease in inventory
occurs because of a withdrawal by the owner, this transaction must result in a credit
entry to the Inventory account.

USING FAIR VALUE FOR ASSETS

In Figure 6.1, the owner contributed an office desk to the business valued at $200. If the
business actually purchased the office desk from someone else, the verifiable cost of the
asset would be used, as this would be supported by a source document (e.g. an invoice).

In this case, the business didn’t buy the asset. The owner originally purchased the
desk and has now contributed the asset from their personal resources to the business
entity. This means that there is no source document to verify the cost of the asset to
the business. The owner may have a document that proves the cost of the asset when
it was first purchased, but the item may now be several years old, so its original cost
has no relevance to the business.
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fair value

estimate of an asset’s
value, used when a
second-hand asset
is contributed to a
business

When a business owner contributes a second hand asset to their business, they

make an estimate of the asset’s value to provide a relevant value for the balance
sheet. This is known as the fair value of an asset, which is based on a reasonable
estimate of its current market value. Usually a business owner makes this estimate
based on advice from their accountant or an expert in the appropriate field.

The estimate won't satisfy the demand of verifiability, because there is no source
document available to verify the actual current value of the asset. However, to satisfy
the demands of relevance and faithful representation, a reasonable estimate may be
used as an asset’s fair value, so that meaningful information can be reported in the
balance sheet.

m CHECK YOUR UNDERSTANDING > () we pace 100

1 Explain what the term “fair value’ means, and describe the circumstances when
fair value may be used in accounting.

2 'Fair value should never be used, because there are no source documents to
support it.” Do you agree with this statement? Explain your answer fully.

3 A conflict may exist between verifiability and relevance if assets are valued
at fair value. Explain how this conflict may occur. Which of the two qualitative
characteristics do you think should be followed?

)
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DONATIONS OF INVENTORY AND
BUSINESS ADVERTISING @ .............

/ EXAM SUCCESS
. . . . . . ’
Another unusual transaction is where a business gives away some of its inventory ,/ Ifan owner donates

for advertising or promotional purposes. For example, it may donate goods from ,/  stock for advertising
1 purposes, always

. . . . . X
inventory t.o local schools or sporting groups to assist with fundraising or as part of a \,  debit the advertising
sponsorship deal. %, account. Do not use
Although donations are often a gesture of goodwill towards the local community, " ‘Donations’.
.o . . . . \
they also represent advertising for the business. Whether a sign is erected in the T —

rooms of a cricket club or the business is mentioned in a school’'s newsletter, there is
usually a two way relationship between the business and the group benefiting from
the donated goods. The problem is how to record such an event in the books of the
business.

Assuming that the business receives a material benefit from advertising in the
local community, it's logical to create an Advertising account. However, no form of
advertising has actually been paid for, so it doesn’t involve a cash flow. The business
has simply given away inventory to someone else, and the inventory levels of the
business have decreased.

FIGURE 6.2 General journal entry for advertising via donation of inventory

GENERAL JOURNAL
Date Details Dr Cr
1 May | Advertising 100
Inventory 100
Owner donated two soccer balls @ $50
each to the local school (Memo 31)

The general journal shown in Figure 6.2 creates an Advertising expense account of
$100 and decreases the Inventory account with the cost price of the goods given
to the local school. This ensures that the Inventory account is accurate and that the
goods sacrificed by the business are treated as expenses.

This is the correct accounting treatment because the business has suffered a loss
of economic resources, which leads to a decrease in the owner’s equity.

Inventory items
can be donated
to others as

an advertising
activity.
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correcting entry
general journal entry
made in order to
correct an error
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CORRECTING ERRORS THROUGH
THE GENERAL JOURNAL

Another use of the general journal is to correct errors made in the recording process,
through the use of correcting entries.

When accounts are balanced and a trial balance is prepared, errors may be
detected that need to be corrected. If incorrect debits or credits are located in the
accounts, they shouldn't just be erased, written over or otherwise changed. This is
unacceptable accounting practice, as it makes it difficult to detect fraud. Instead, if an
error is detected it must be corrected by making a correcting entry in the journal.

When correcting an error through the general journal, two things have to be done.
First, the error(s) in the books must be removed. This may mean making a credit entry
to counteract an incorrect debit (or vice versa).

Second, the missing correct entry must be introduced. This can be shown by
adding correcting entries.

EXAMPLE 6.5

The following errors are found in the records of Lloyd’s Locks:
1 A payment of $80 for advertising was incorrectly debited to insurance.

2 Aninvoice for $40, plus GST of $4, was charged to B Andrews but should have been
charged to P Andrews.
3 A payment of $123 for petrol was recorded in the cash payments journal as $132.

A series of correcting entries are made in the general journal.

GENERAL JOURNAL
Date Details Dr Cr
30 Nov | Advertising 80
Insurance 80

Correction of error — advertising debited to
insurance (Memo 11)

30 Nov | Accounts receivable — P Andrews ‘ 44
Accounts receivable — B Andrews 44

Correction of error — incorrect Accounts
Receivable account charged (Memo 12)

30 Nov | Cash at bank 9
Petrol expense 9

Correction of error — payment of $123
recorded as $132 (Memo 13)

In the first two entries in Example 6.5, the credit entry is used to eliminate an error:
Insurance has been credited because of an incorrect debit.

Accounts Receivable B Andrews has also been credited to remove an error.

The debits in the first two entries introduce the debit entry that should have been
made in the first place. When these two entries are posted, the record will accurately
reflect events.

Note that, in the second entry, no adjustments are required to the Sales account,
the Inventory account, the Cost of Sales account or the GST Clearing account. This
is because the error just involved the credit entry being made against the wrong
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accounts receivable. All of the other accounts have correct entries, and don't require

any corrections.

The third entry differs slightly. When an incorrect figure has been entered, there
are two possible ways to correct the error.

1 If the journal has already been posted, this error will now be in the general ledger
accounts. In this situation, a journal entry is necessary to correct the mistake the
$9 correcting entry.

2 If the journal hadn’t already posted, then the double entry in the general journal
will be correct, but the amount debited to the Petrol expense account is incorrect.
In this situation, it's appropriate to rule a line through the incorrect figure and write
the correct number above it. (In a spreadsheet, you might replace the incorrect
figure, but leave a comment on the cell to note the original error.) As mentioned
earlier, numbers aren’t erased from the books; any corrections should be clearly
visible, including the incorrect original amount.

A set of ledger accounts shouldn’t contain many errors, but when they are found, a
formal general journal entry is the best way to correct them. This leaves no doubt as
to what has been corrected in the ledger accounts. It also fits with the systematic
approach to accounting, because all entries in accounts can be traced back to their
source via a journal entry.

General ledgers
create a trail

< of all entries in
accounts back to

their source.

m CHECK YOUR UNDERSTANDING > () we pace 101

1 '‘If a business owner donates inventory items to a local community group, an expense
item is created.” Do you agree with this statement? Explain your answer fully.

2 Carlson Education Supplies donates two computers to Carlton Primary School. State
the two-fold effect that this event has on the balance sheet of the business.

3 What is the acceptable accounting procedure when an error is detected in a general
ledger account? Explain why this procedure is followed.
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CHAPTER REVIEW

KEY CONTENT

= [6.1] When a business owner contributes multiple assets to create a business,
each asset must be recorded in the general journal entry. Liabilities
brought into the business at the start should also be recorded in the
Owner's Capital account.

= [6.1] When an existing business begins using double entry accounting, the
values for all accounts (as shown in the balance sheet) are used as the
data to be entered in the general journal. The profit and/or drawings for the
previous reporting period aren’t required in the opening entry.

= [6.2] Whenever an owner puts an asset into a business, the asset must be
debited and the Capital account credited. If an asset is withdrawn, the
opposite occurs. If the owner withdraws inventory, the asset account
must be reduced.

= [6.2] If the owner adds their own assets to the business, this isn't a purchase
and the business won’t have a source document to verify the asset’s cost.
Instead, a fair value should be estimated and recorded.

= [6.3] Businesses often donate inventory as a form of advertising. This should
be reflected in the general ledger by decreasing the Inventory account,
then recording the value of the inventory as an expense in an Advertising
account.

= [6.4] When errors are detected in accounts, it is unacceptable to simply change
or erase them. Instead, correcting entries should be made in the journal to
fix the balance and make a note of the error.

CHAPTER 6 EXERCISES

| SPREADSHEET 1 Opening entry: assets only () we pac 102

Laura Pase decides to open a business trading as Champion Sound. On 1 April 2023
she contributes cash of $50 000, a vehicle with an agreed value of $32 000 and PA
equipment valued at $12 000. These details are noted on Memo 101.

a Prepare the opening general journal entry for the business on 1 April.

b State the accounting equation of the business as at 1 April 2023.

£| SPREADSHEET 2 Qpening entry: including liability (T we pace 102

John Di Meglio commences business on 1 March 2023, trading as Western Wholesalers.
He contributes the following assets: cash $68 000, vehicle $36 000 and equipment

$23 000. Di Meglio financed the vehicle with a loan from NAB for $10 000, which is now
the responsibility of the business. All details were recorded on Memo 201.

a Prepare the opening journal entries for Western Wholesalers.

b Prepare a balance sheet for the business as at 1 March 2023.

¢ Explain how Di Meglio would have determined the value of $36 000 for his vehicle.

)
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3 Single entry to double entry m WB PAGE 104 [=EE] SpREADSHEET

=88

Aaron Turner is the owner of Traralgon Gifts. He has used single entry accounting since
he started the business. A friend suggests that he should convert to double entry
accounting. Using the following information, prepare the opening general journal entry
on 1 August 2023 to establish a set of books under double entry accounting.

ASSETS AND LIABILITIES AS AT 31 JULY 2023

$ $

Cash on hand 200 | GST clearing 500
Cash at bank 2 200 | Accounts payable 3600
Accounts receivable 3200 | Loan-AGC 7 500
Inventory 44 300 | Loan — NAB 12 400
Display equipment 12 600

Less: Accumulated (2 600)

depreciation

Computer 3200

4 Single entry to double entry (D) we pace 104 e

Lauren Mbele's business, Afrique Hairdressing Supplies, has been operating for a
number of years using a system of single entry accounting. Lauren has decided that the
business is now too complex for single entry and wants to set up a full set of double
entry records. The balance sheet of the business as at 30 June 2023 is provided below.

AFRIQUE HAIRDRESSING SUPPLIES: BALANCE SHEET AS AT 30 JUNE 2023

Assets $ $ Liabilities $ $ $

Cash on hand 200 | GST clearing 300

Accounts receivable 660 | Cash at bank 1000

Inventory 40 340 | Loan — MT Finance 14700 | 16000

Shop fittings 20000 Owner’s equity

Less: Accum. dep'n 6000 | 14000  Capital 45000

Office equipment 9 000 Net profit 4700 49700

Less: Accum. dep'n 2 500 6500 | Less: Drawings 4000 45700
61700 61700

Prepare the necessary general journal entry to establish a double entry system on 1 July
2023.

==

5 Contributions and withdrawals of assets m WB PAGE 105 |SE5] SPREADSHEET

The owner of Third Dimension Print Supplies, Ed Bendis, had the transactions during

January 2023.

Jan3  Bendis contributed a computer from his home to the business. & ='.)
The computer had a fair value of $2300 (Memo 101). :

Jan 24  Bendis needed to do some repairs at home on his own 3D printer. i

He took some inventory items from the shop, which had originally -

cost the business $120. These items were going to be sold for $250
(Memo 102).

____________________________________________________________________

Prepare the general journal entries to record each of these events.
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6

Inventory used for advertising (T we pace 105

Lydia Lawrence is the owner of Northside Music & Beats. She receives a request from
Northcote Primary School to donate some goods for the school’'s annual raffle. Lydia
decides that it may be beneficial for her business, as the principal has guaranteed
advertising space in the school newsletter.

On 31 March 2023, she takes some inventory from her shelves, which was selling
for a total of $1200, and notes the details on Memo 162. Lawrence also advises that
she applies a mark up of 100% on all goods sold.

a Prepare the general journal required as a result of the above information.

b State the two fold effect of your entry on the accounting equation of Northside
Music & Beats.

7

m WB PAGE 105

Wodonga Kidsport is owned and managed by Bill Teggelove. The local Lions Club
contacts a number of local businesses, looking for donations of toys and sporting
goods. Teggelove is keen to help out, as he sees it as a good way to build goodwill for
his business with the local community. He decides to provide the following goods, and
notes their details on Memo 218 (issued 10 April 2023).

Inventory used for advertising

Quantity | ltem Cost price Selling price
2 Bicycles $150.00 $295.00
2 Tricycles $125.00 $245.00
3 Cricket sets $45.00 $99.00

a Prepare the general journal entry to account for the donated goods.

b A friend of Teggelove's suggests that any goods donated from his business are
supposed to be recorded as drawings, because they're no longer available for sale.
Do you agree with this statement? Explain your answer fully, with reference to the
accounting assumptions and/or qualitative characteristics of accounting.

m WB PAGE 106

At the end of November 2023, the following errors are found in the general ledger of
Paint 'n " Paper. Prepare general journal entries to correct these mistakes.

EEE| SPREADSHEET 8 Correction of errors

a A payment of $400 for wages was incorrectly debited to the Drawings account.

b A receipt of $100 from accounts receivable J Blake was recorded as being
received from J Black.

c A debit of $540 to insurance was entered in the journal as $450.
d Cash sales of $200 were incorrectly credited to commission revenue.

A payment of $150 for the hire of equipment was incorrectly debited to the
Equipment account.

)
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=5| SPREADSHEET

9 Correction of errors [EQ] WB PAGE 107

Prepare the required general journal entries to ensure the correct recording of the
following information in the books of Fidget Factory on 30 November 2023.

a An office desk purchased for cash to use in the business’s office was accidentally
debited to the Inventory account (Memo 41). The cost of the desk was $600.

b The owner contributed office furniture to the business from his personal assets. The
furniture had a fair value of $500 but it was recorded as $50 (Memo 42).

¢ J Barton paid the business $480 on account. However, an entry was made against
Accounts Receivable J Burton (Memo 43).

d Inventory that cost the business $100 was donated to the local school for a fete.
This was incorrectly debited as drawings by the proprietor (Memo 44).

e A payment of advertising for $191 was incorrectly recorded in the general journal as
insurance of $119 (Memo 45).

10 A review of general journal entries ED] WB PAGE 109 55| SPREADSHEET

The following information relates to a small business trading under the name of
Peninsula Vintage Furniture. Prepare general journal entries (if necessary) for each of
the items listed.

a On 12 March 2023 the owner contributed a computer to the business from her
home. The machine had a fair value of $750 (Memo 81).

b Registration and insurance was paid on the business’s delivery van during the year.
The total cost was $820. On 14 June 2023 it was discovered that the full amount
had been debited to the Delivery Van account (Memo 82).

¢ On 7 July 2023 the owner found that a payment made in late June was incorrectly
recorded in the journal. The payment was for courier fees totalling $248. However,
the journal entry shows a payment of $284 (Memo 83).

d On 19 July 2023 the owner donated some goods to the Salvation Army. The goods
had originally cost $500 and usually sell for $950. The owner was unsure how to treat
such an item and decided to treat it as a withdrawal for personal use (Memo 84).

e The business completed an EFT for $1280 to an accounts payable. Unfortunately,
the payment was recorded in the journal as advertising expense.

f Aloan application was submitted to the bank in early August. The business
requested an amount of $25 000 to buy a second delivery van. On 8 August the
owner realised that she had made an error, as she had intended to ask for a loan of
$28 000.

g A piece of furniture withdrawn by the owner on 17 August 2023 was accidentally
recorded as a cash sale. The item taken home originally cost $90 and usually sells
for $160, plus GST of $16 (Memo 86).
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CHAPTER CHECKLIST

Now that you have finished Chapter 6, double check your progress.

Are you ready for your Unit 3 assessment?

| have ...

// completed all ‘Check Your Understanding’ questions
 completed all exercises
// handed in my workbook for marking.

| understand ...

(7 the General Journal and General Ledger and their use in recording
transactions, both manually and using ICT, including:

establishment of a double entry system
inventory used for advertising purposes
contribution of non current assets at fair value by the owner.

lcan ...

/ identify and manually record financial data in the General Journal and General Ledger
(/ use ICT to record financial data in the General Journal and General Ledger.

© VCAA,; by permission.

60

Make sure you
one more
time when preparing for
the exam.

A
g @ mea.digital/acc34 6

Read bhack over Watch the -
the chapter now, then , then ask
complete the your teacher if you need Eh
. additional help.
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THE PERPETUAL
INVENTORY SYSTEM

The success of a trading business LEARNING OBJECTIVES
depends on its ability to buy and

sell goods to make a profit. These By the end of this chapter, you will be able to:
goods are referred to as inventory, = define ‘inventory’ [7.1]
stock or merchandise. Most of the » explain what is involved in a physical stocktake [7.1]

business'’s transactions will involve
changes to inventory. These
changes need to be recorded
accurately in the business’

= outline the features of the perpetual inventory system
[7.2]

= outline the role of the Inventory account [7.3]

accounting system. = describe the double entry requirements of a trading

In this chapter you will learn business using perpetual inventory [7.3]
how to use the double entry = explain the identified cost and the first in, first out
accounting system to record (FIFO) methods of valuing inventory [7.4]
changes to inventory. You will also = record movements of inventory on inventory cards,
learn how to use the perpetual using the first in, first out (FIFO) method and identified
inventory system and inventory cost [7.5]

cards to keep current records. : .
= prepare appropriate entries in ledger accounts for the

purchase and sale of inventory [7.5]

= calculate, record and report inventory losses and gains

[7.6]

= record inventory card entries for donations [7.7]

UNIT 3 — PROGRESS 0-9—9—0—6-6— )

What is perpetual Identifying the Inventory losses

inventory? cost price of sales and gains Chapter review

and exercises

Donations of
inventory
for advertising
purposes

The Inventory The role of

. 7
What is inventory? account inventory cards
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inventory

goods purchased by a
trading business for the
purpose of resale

physical stocktake
the process of counting
units of inventory on hand
at a particular pointin
time

inventory sheet
record used to note
details of goods on hand
when doing a physical
stocktake

151 WHAT IS INVENTORY?

A trading business buys inventory and sells it at a higher price to earn its revenue.
If it sells enough inventory during the reporting period, the revenue it earns should
exceed its expenses, resulting in a profit.

The definition of trading inventory excludes some items that a business may sell
occasionally. Non current assets, such as equipment and vehicles, may be sold for a
gain or a loss at the end of their useful lives. However, when management purchases
such assets, the intention isn't to resell them to earn revenue. Non current assets are
bought with the intention of owning them for several reporting periods, for use within
the business.

THE PHYSICAL STOCKTAKE

Once every reporting period, a business must carry out a physical stocktake of its
inventory. The aim of a stocktake is to determine the actual amount of inventory on
hand at a given date. The value of inventory at that time is included in the business’s
balance sheet as a current asset. It's also used as a check on the inventory records
kept under the perpetual method of recording inventory movements (explained later in
the chapter).

A stocktake has two stages. First, the number of units of each type of inventory is
physically counted. Second, the cost price of each of these units is used to calculate a
total value for inventory on hand.

Inventory sheets are used to record the details of a stocktake. Figure 7.1 shows a
typical inventory sheet.

FIGURE 7.1 A typical inventory sheet

Inventory item Quantity Cost$ | Sale price $
AB cricket bats 50 200 10 000
CV cricket balls 400 40 16 000
Mitre soccer balls 80 30 2 400
Kooka hockey sticks 60 30 1800
Total inventory on hand 30 200

Note that the quantity on hand of each inventory unit is stated, as well as its actual
cost. In this example, the business’s inventory on hand would be stated as $30 200.

CHECK YOUR UNDERSTANDING >

MWB PAGE 111

1 Explain how an item may be classified as inventory for one business, but as a non-
current asset for another.

2 Define ‘physical stocktake’.

3 Describe the two processes that must be carried out as part of the stocktaking process.

)
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7070 WHAT IS PERPETUAL INVENTORY?

Perpetual inventory (also known as continuous inventory) involves keeping records of
all inventory movements throughout the reporting period. While a physical stocktake
determines the amount of inventory on hand on balance day, the perpetual method
updates the balance of inventory on hand continuously.

Every time inventory moves in or out of the business, the inventory balance

is updated. When inventory is purchased, the balance increases; when sales are
made, the balance decreases. Even withdrawals of inventory by the owner must be
accounted for, as these also decrease the balance of inventory on hand.

There is a lot of recording required under the perpetual inventory system. Inventory

is usually recorded at cost price, so there is a need for information regarding the cost
prices of inventory throughout the reporting period.

So, what are the benefits to management if it uses the perpetual inventory

method? Figure 7.2 summarises its advantages and disadvantages.

FIGURE 7.2 Advantages and disadvantages of the perpetual inventory method

Advantages

Greater control

Identifies speed of
turnover

More efficient
reordering

Interim profit
reports

Identifies
inventory losses

Disadvantages

Additional record
keeping

Additional costs

Doesn’t replace
physical stocktake

ADVANTAGES OF PERPETUAL INVENTORY

1

Greater control over inventory is possible, because up-to-date information is
available throughout the reporting period. \/Vith more information, management
can make better decisions in relation to inventory. WWhen computerised inventory
systems are used, information can be continually updated as transactions occur.
This information is timely and highly valuable to management.

Slow-moving and fast-moving lines of inventory can be identified. An
inventory card is used to record all movements of an inventory item. Cards are
maintained throughout the reporting period, so precise information is available

perpetual inventory
a system of recording
movements of inventory
items on a continuous
basis throughout a
reporting period
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about how often sales occur for each item. Management can then make decisions
based on that information, such as increasing the level of items that sell well, or
reducing/eliminating slow moving items.

3 Reordering of inventory is more efficient. Perpetual inventory involves keeping a
record of how many units of each item are on hand at any time. When the number
of units reaches a certain level, an order can be sent to the relevant supplier. This
avoids the problem of running out of inventory and possibly missing out on sales.

4 Interim profit reports can be prepared without doing a stocktake. This is one
of the big advantages of perpetual inventory. As records are continually updated,
in terms of both selling prices and cost prices of goods sold, a gross profit figure
can be calculated daily. This is extremely valuable information for management. If
an estimate of operating expenses can be made, an estimated net profit figure can
be calculated for each week or month of the reporting period. (It can only be an
estimate of profit, though, as the physical stocktake may reveal other information
such as inventory losses.)

5 The level of inventory losses or gains can be measured. The perpetual method
can identify the goods lost during the period (in conjunction with a physical
stocktake). Losses may occur due to theft or breakages, and the level of such losses
can be measured in the perpetual system. Management may then react to such
losses and make the appropriate decisions, such as installing security systems.

DISADVANTAGES OF PERPETUAL INVENTORY

1 Additional record keeping. Inventory balances must be updated on a continuous
basis. This may increase the workload of the owner/manager or require more staff.

2 Additional costs may be incurred. These costs may relate to extra staff and/or
equipment. For example, many perpetual systems run on computerised systems.
These systems and their software have to be purchased if management decides to
use the perpetual inventory method.

3 It's still necessary to do a physical stocktake at the end of the reporting
period. Even though perpetual inventory continuously updates inventory records,
events such as breakages, theft and errors may lead to these records being
inaccurate. The only way to determine the actual inventory on hand is to count
it. Therefore, even with all the additional work and record keeping, perpetual
inventory doesn't eliminate the need for a periodic stocktake.

Given all these disadvantages, perpetual inventory must produce significant benefits
for it to be used. Which it does; perpetual inventory provides owners with information
that is vital to inventory management. The benefits of maintaining the system usually
far outweigh the costs.

CHECK YOUR UNDERSTANDING > [gj]ws PAGE 112

1 Briefly explain what is involved in the perpetual inventory system.
2 Identify and describe three advantages of perpetual inventory.

3 Identify and describe three disadvantages of perpetual inventory.

)
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1151 THE INVENTORY ACCOUNT

As you have seen in earlier chapters, purchases of inventory are debited to an asset
account in the form of the Inventory account. During the reporting period, as sales
are made, the cost price of these sales is transferred from the Inventory account to
a Cost of Sales account (an expense). The Inventory accountis used to record all
movements of inventory.

Inventory is an asset, so whenever it increases, the Inventory account must be
debited. If the level of inventory decreases, the Inventory account must be credited
(see Table 7.1). The balance of the Inventory account represents the total cost of
inventory on hand at a point in time.

TABLE 7.1 Summary of the Inventory account

INVENTORY
Increases in inventory are caused by: Decreases in inventory are caused by:
® buying goods * selling goods
* inventory gains * inventory losses
e capital contributions of inventory e drawings of inventory

e inventory used for advertising

The Inventory account is a summary of total inventory and is backed up by records of
individual inventory items in subsidiary records known as inventory cards. The total of all
inventory cards must equal the balance of the Inventory account in the general ledger.

af

_—y
A

==

-

2] L\

v)'

x

inventory account
general ledger account
used to record
transactions affecting
inventory
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DOUBLE ENTRY UNDER THE PERPETUAL METHOD

This is a good time to revisit the basic double entries relating to inventory movements,
to help you get a full understanding of all recording for inventory. Table 7.2 summarises
the double entries required for buying and selling inventory for cash or credit.

TABLE 7.2 Double entry under perpetual inventory

1 Bought goods for
cash

2 Bought goods on
credit

3 Sold goods for cash

4 Sold goods on credit

CHECK YOUR UNDERSTANDING >

EFT receipt

Purchase invoice
(original)

Receipt (copy) or EFT
receipt (merchant

copy)

Sales invoice (copy)

Inventory
GST clearing
Cash at bank

Inventory

GST clearing
Accounts payable
Cash at bank
Sales

GST clearing
(with selling price)
and

Cost of sales
Inventory

(with cost price)
Accounts receivable
Sales

GST clearing
(with selling price)
and

Cost of sales
Inventory

(with cost price)

1 Outline the role of the Inventory account under the perpetual inventory method.

What classification applies to the Inventory account? Explain your answer.

3 Outline the role of the Cost of Sales account. What classification applies to this

account?

4 State two financial transactions that:

a increase the Inventory account

b decrease the Inventory account.

5 State the double entries required for each of the following transactions under the

perpetual inventory method:

a purchased inventory for cash
b purchased inventory on credit
¢ sold goods for cash

d sold goods on credit.

)
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Cr
Cr
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Dr
Cr
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iy IDENTIFYING THE COST PRICE
OF SALES

Table 7.2 summarised the source documents for the data in the general journal and
general ledger. These documents contain details such as the cost of purchasing
inventory (purchase invoices) and the prices charged to customers for inventory sold
(sales invoices and receipts).

One item that is notincluded on the source documents is the cost price of the
sales made by the business. These prices must be entered in the general journal on a
continuous basis throughout <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>