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GST Cloaring (A or )

[ ome [crosreterence | Amounts|_Date | cromsretorance | Amounes|
[priia [ mane [ 20| 7 ook o |
[ 2 [crednercomel | 20| 21 | oebrorsconra | 20|

Creditors Control (L)

Date | Crossroforonce | Amounts| Date | Crossreference Amount $
April 1 | Balance 7000
28 | Stock Control/ 2970

GST Clearing

The $2 970 owed to creditors includes the §2 700 for the stock, plus 5270 GST, so the
cross-reference in the Creditors Control account refers o both Stock Control and GS
Clearing; both accounts are linked ta Creditors Control, because the business owes the
creditors both amounts. The GST on the purchase (5270) will reduce the GST liability to
the ATO, and so it is debited o the GST Clearing account.

Effoct on the accounting equation

Acredit purchase of stock will thus have the following effect on the accounting equation:

Increase/Decrease/No offect Amount_$

Increase (Stock Control 52 700) 2700

Increase (incroase Creditors Control $2 970, docrose 200
GST Claaring $270)

No offect

GST Clearing: summary
The GST Clearing account shows:

 GST (received) on cash sales

 GST (charged to debtors) on credit sales

 GST (paid) on cash purchases

= GST (charged by creditors) on credit purchases.

If GST on sales is greater than GST (on purchases), then GST Clearing will have
credit balance, and be reported as a current liability. The business will be required to
make a payment to the ATO called a GST settlement. O the other hand, if GST on
purchases is greater than GST on sales, the GST Clearing account will be a current asset
with a debit balance, and the business will be due a GST refund from the ATO.

REVIEW QUESTIONS 4.6
State the source document used to verify a credit purchase.
Show the debit and credit entries necessary to record a credit purchase of
stock with GST.
Explain the effect on Stock Control of the GST on a credit purchase.
Explain why the GST on a credit purchase decreases the GST liability.
Explain what must accur if the GST Clearing account has a credit balance

at the end of the period.
Explain what must occur if the GST Clearing account has a debit balance
at the end of the period.

CAMBRIDGE VCE ACCOUNTING  UNITS 3&4

WHERE HAVE WE BEEN?

Special journals summarise similar transactions so that totals can be posted to the
general ledger, which reduces the number of ledger entries required and improves
the efficiency of the recording system.

The general journal is used to record all infrequent, non-cash transactions.

A control account is an account in the general ledger summarising the transactions
recorded in the subsidiary ledger. Journal totals are posted at the end of the

A subsidiary ledger is an additional set of ledger accounts kept outside the general
ledger, containing individual transactions posted on the day they oceur

A schedule lists the name and balance of each individual account in the subsidiary
ledger, and should equal the balance of the control account

The GST on credit purchases does not affect the valuation of stock; it reduces the
GST liability owed to the ATO and increases the debt owed to creditors.

The total amount owed to creditors includes the value of the stock purchased and
the GST,

The GST on credit sales does not affect the amount of revenue earned; it increases
the GST liability owed to the ATO and increases the amount owed by debtors.

The total amount owed by debtors includes the selling price of the stock sold and
the GST.

At the end of the reporting periad, the GST Clearing account must be balanced,
and reported as either a current asset or a current liability, depending on whether
it has a debit or a credit balance.

The main benefits from using a system of control accounts and subsidiary ledgers
are detection of recording errors, ease of reporting and allocation of responsibility.

Tansacion | Document| dournal | Generaledgors | Subsdieyldger:
S e wepsecons
e monts | rameton o
crodt | Purcvse | Purchases | 0 stock Conta
o e L
Crodtes | sues | Sues | OB Debtors Contel
pR P ey o e o

CR Stock Control

CHAPTER 4 THE GOODS AND SERVICES TAX (GST)

4.7 OTHER BUSINESS DOCUMENTS

Memos
Some transactions will not be evidenced by any of the preceding documents, as
they invelve neither a sale nor purchase, nor the receipt or payment of cash. These
transactions may include:

opening, closing, correcting and adjusting entries

stock losses, gains, write-downs and transfers

non-cash transactions with the owner

*  other non-cash, infrequent transactions.

Each of these transactions is covered in detail later in this text.

These transactions must stll be verified by a document, but for the preceding
transactions it will be a document issued from within the firm, called a memorandum
or memo. Memos can be issued for any number of transactions, and so their format
is much more flexible than the other documents discussed so far. Put simply, they will
describe a particular entry, and request that it is recorded. Figure 4.15 shows a comman
layout for a memo.

Figure 4.15 Memo

‘ Snaps Photographic q

Date: 30 April 2015

From: Stock Room
Accounting Department
f Pentacks

To
of
Physical stocktake
caymelas (550 series) shows
20 units on hand-
M Hillsington
stock Manager

-

The document is dated and numbered and informs the accounting department that
a stocktake has counted 20 cameras. This figure can then be compared with the stock
cards to check their accuracy, and detect any stock loss or gain, which could then be
recorded in the ledger accounts.

CHAPTER 5 SPECIAL JOURNALS 1: CREDIT JOURNALS

EXERCISE 5.1 [le]l page xxx
PURCHASES JOURNAL

The following document was handed to the manager of Porcelain Magic, a shop that
sells tea sets and porcelain statues:

Fine Tea China
322-335 Swindi 1c 5000

St Melbaurne v

Invoice: 590 Taxinvoice
Terms: 5/7, /30

Charge to Porcalain Magic
245 Bulla Rd, Keilor VIC 3043
ABN: 82100 346 275

Date Details Qy UnitPrices  Totals
4May 2015 Fine China Tea Sets 10 120 1200
GST (10%) 120
Total s1320
Required

a Identify the source document above, and describe the transaction it verifies.

b Record this transaction in the appropriate special journal of Porcelain Magic.

© Show the debit and credit entries necessary to record this transaction in the general
ledger of Porcelain Magic.

d Explain why the GST on credit purchases does not affect the valuation of stock.

EXERCISE 5.2
PURCHASES JOURNAL LT page so0c

Phil's Pianos has provided the following list of transactions for August 2015:

Aug. 3 Purchased S grand pianos from Yamaha on credit. Each grand piano cost
4000 plus GST of $400 (Inv. Yh3764)

Bought 6 upright pianos from Bernstein at a total cost of $6 600 including

5600 GST (Inv. B4801)

15 Purchased 2 standard pianos from Yamaha on credit for 52 000 (plus GST)
sach (Inv. ¥h3784)

24 Received delivery of 4 grand pianos from Rachman, at a total cost of $17 160
including GST (inv. R132)

29 Purchasad 3 upright pianos from Bernstain at a cost of $1 320 (including GST)
cach (Inv. B4816)

© Anthony SImmons, Richard Hardy 2012
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KEY TERMS

Where are we headed?
After completing this chapter,
you should be able to:

¢ explain the role of
accounting

e identify the users of
accounting information and
the financial information they
may require

e distinguish between financial
data and financial information

e identify and explain the
stages in the accounting
process

define and apply the
accounting principles and
qualitative characteristics

explain the relationships
between the accounting
principles and qualitative
characteristics

identify and define the
elements of financial
statements.

THE ROLE O
ACCOUNTIN

After completing this chapter, you should be familiar with the

following terms:

financial data

* accounting principles

financial information — entity

transaction

— Going Concern

source documents — Reporting Period

recording
reporting
advice
agreed value

materiality

Historical Cost

— Conservatism
— Consistency
— Monetary Unit
* qualitative characteristics
— Relevance
Reliability
Comparability
Understandability

¢ clements of
financial statements

— assets

- liabilities

— owner's equity
- revenue

— expense



purpose of accounting
to provide financial
information to assist
decision-making

The purpose of accounting
is to provide business
owners with financial
information that will assist
them in making decisions
about the activities of
their firm

CAMBRIDGE VCE ACCOUNTING UNITS 3&4

1.1 THE PURPOSE OF ACCOUNTING

Unfortunately for business owners, having a great business idea is not enough to

guarantee success. You don't have to look very far to find stories of business owners

who started out with what they thought was a fantastic product or service, but ended

up going bust. Aside from the quality of what business owners are selling, there are a

variety of other factors that will influence their chance of success, including:

® consumer tastes and demand

e the level of competition

* the quality of their staff/employees

® the economic climate

e the management skills of the owners.

This last point is particularly important because in most small businesses owners have a

hands-on managerial role, and their management skills can have a direct and significant

effect on what happens to that business. Whether they are determining selling prices,

deciding on advertising campaigns, employing staff, or undertaking more mundane

tasks, such as paying bills, the owner must make important decisions on a daily basis.
Certainly, small business owners must have detailed knowledge of whatever it is they

are trying to sell, but they must also have detailed information on a whole range of other

issues that may affect their chances of success. This is where accounting comes into the

picture; it is essentially an information service.

Accounting is the collection and recording of financial data, and the reporting,
analysis and interpretation of financial information.

The purpose of accounting is to provide business owners with financial information
that will assist them in making decisions about the activities of their firm. This does not
mean that accounting will ensure owners make the right decisions, but it should help
them to make more informed decisions, which will hopefully improve the performance

of the firm and its chances of success.
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CHAPTER 1 THE ROLE OF ACCOUNTING

REVIEW QUESTIONS 1.1
1 List five factors that can influence the likelihood that a small business will be
successful.

List three important decisions that a business owner would need to make on
a daily basis.
Define ‘accounting’.

Explain the purpose of accounting.

1.2 USERS OF ACCOUNTING INFORMATION

This course concentrates specifically on accounting for sole traders; that is, trading

businesses that are owned by only one person, who is usually responsible for running

the firm. For this reason, we will concentrate on the information that the owner will

want to see. However, it is important to note that a number of different parties may be

interested in the firm’s financial information. These parties are known as the ‘users’ of

the accounting information, and may include:

e debtors and other customers, who may wish to know about the firm's continuing
ability to provide them with stock

e creditors and other suppliers, who may wish to know about the firm’s ability to
repay what it owes them

e banks and other financial institutions, who will want to know about the firm’s
current levels of debt before providing it with any additional finance

e employees, who may wish to know about the firm’s long-term viability — and their
long-term employment prospects — or its ability to afford improvements in wages
and conditions

* prospective owners, who may wish to know about the firm’s financial structure

and earnings performance
* the Australian Tax Office (ATO), which will require financial information for taxation

purposes.

Considering the variety of users of accounting information, and the different
information each may require, what information should the accounting system provide?
This seemingly difficult question has a surprisingly simply answer: the accounting system
should provide whatever information the user decides is necessary. This means that it is
the user— not the accountant or the accounting system — who decides what is necessary.

Financial data versus financial information

Given that accounting is concerned with providing information, it is worth noting the

difference between financial data and financial information. Financial data refers to the financial data
raw facts and figures on which financial information will be based. For most businesses, raw facts and figures
this data is contained in their receipts, cheque butts, invoices and other business upon which financial

documents. For instance, a file full of business documents may provide the details (data) information is based

relating to the firm’s activities over the last week or month.
However, in their original form these documents would be of limited use as the data
has not been processed in any way. Only when this information is sorted, classified and

summarised into a more useable and understandable form does it become financial financial information
information that can be used as the basis for business decisions. This sorting, classifying financial data that has
and summarising is performed by the accounting system. been sorted, classified

and summarised into
a more useable and
understandable form
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transaction
an exchange of goods
or services with another

party

source documents
paper or electronic
documents that provide
both the evidence that a
transaction has occurred
and the details of the
transaction itself

recording

sorting, classifying and
summarising the data
contained in the source
documents so that it is
more useable
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REVIEW QUESTIONS 1.2

1 List six likely users of accounting information.

2 Explain why banks and other financial institutions will be interested in the
financial information of a small business.

3 Explain the difference between ‘financial data’ and ‘financial information’.

1.3 THE ACCOUNTING PROCESS

If we work backwards, then what the owner is looking for is the information the
accounting system can provide. Data must be collected, processed into a useable form,
and then communicated so that the business owner has meaningful information on
which to base a decision. The accountant should then provide some guidance as to
appropriate courses of action. These four ‘phases’ or ‘stages’ are the basis of what is
known as the accounting process.

Figure 1.1 The accounting process

Stage 1: collecting source documents

Collecting source documents is sometimes known as the ‘input stage’, where the
business collects the source documents relating to its transactions. A transaction is
simply an exchange of goods or services with another party.

Source documents are the paper or electronic documents that provide both the
evidence that a transaction has occurred and the details of the transaction itself. Source
documents provide the data on which the accounting information will be based.

Common source documents include:

e receipts, which provide evidence of cash received by the business

* cheque butts, which provide evidence of cash paid by the business
* invoices, which provide evidence of credit sales and purchases

e memos, which provide evidence of transactions within the firm itself.
These source documents are covered in more detail in Chapter 4.

A business will enter into many transactions every day, and every one of these
transactions must be detailed on a source document. As far as the accounting process
is concerned, if it isn't written down, it didn’t happen.

Stage 2: recording

Once the source documents have been collected, the data they contain must be written
down or noted in a more useable form, or ‘recorded’. Recording involves sorting,
classifying and summarising the data contained in the source documents so that it is
more useable. This is sometimes known as the ‘processing’ stage, where data becomes
information.

Common accounting records include:

* journals, which record daily transactions of a common type (such as all cash paid or
all stock purchased on credit)

e ledgers, which record the effect of each transaction on the items in the firm’s
accounting reports

e stock cards, which record all the movements of stock in and out of the business.
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CHAPTER 1 THE ROLE OF ACCOUNTING

These accounting records, and how they are used, will be discussed in detail throughout
this text.

Stage 3: reporting

The ‘output’ stage of the accounting process involves taking the information generated
by the accounting records (in stage 2) and reporting that financial information to the
owner of the business in an understandable form. Reporting involves the preparation
of financial statements that communicate financial information to the owner, so that
decisions can be made.
There are three general-purpose reports that all businesses should prepare:
® a Cash Flow Statement, which reports on the firm’s cash inflows and outflows, and
the change in its cash balance over a period
® an Income Statement, which reports on the firm’s ability to earn a profit from its
trading activities over a period
* a Balance Sheet, which reports on the firm'’s assets and liabilities at a particular
point in time.

Stage 4: advice

Armed with the information presented in the reports, the owner should be in a much
better position to make informed decisions. However, the best course of action is
sometimes unclear. Therefore, the accountant should be able to offer advice by making
some suggestions about an appropriate course of action or, at the very least, presenting
owners with a range of options from which they can then choose.

The provision of advice is the accountant’s key function, but this advice rests on the
information generated by the first three stages of the accounting process.

Essentially, the accounting process involves collecting data from source documents;
sorting it, classifying it and writing it down; communicating the financial information to
the owner; and providing advice about that information. We will refer to this accounting
process throughout the text, so that you have a clear idea of how each topic fits into
the overall process.

REVIEW QUESTIONS 1.3
List the four stages in the accounting process.
Explain the role of source documents in the accounting process.
State the type of transaction evidenced by the following source documents:
receipt
cheque butt
invoice
memo.
Explain the difference between the ‘recording’ and ‘reporting’ stages of the
accounting process.

State the purpose of the following accounting reports:
* Cash Flow Statement
® Income Statement

e Balance Sheet
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reporting

the preparation of
financial statements
that communicate
financial information to
the owner

advice

the provision to the
owners of a range of
options appropriate to
their aims/objectives,
together with
recommendations as to
the suitability of those
aims/objectives
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accounting principles
the generally accepted
rules that govern

the way accounting
information is
generated

Entity

the business is assumed
to be separate from
the owner and other
businesses, and its
records should be kept
on this basis
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1.4 ACCOUNTING PRINCIPLES

By and large, accountants approach their craft from a common perspective. For instance,
most would agree that a motor vehicle owned by the firm should be regarded as an asset.
However, from time to time certain issues arise where proper accounting procedure is
unclear, and a number of alternative approaches are possible. For instance, if a business
purchased a building in 1991 for $225 000, and spent $140 000 on renovations in 2004,
at what value should it be recorded and reported today? What if the building would
be worth $850 000 if sold today? What if its plumbing system requires replacement?
In short, how much is the building worth?

These are but a few of the questions that an accountant must answer, and in many
cases, each of these questions could have more than one answer.

To provide for some degree of certainty, the accounting profession has agreed
to a number of accounting principles that govern the way accounting information is
generated. In this course, we will investigate the following accounting principles:

* entity

¢ Going Concern
* Reporting Period
e Historical Cost

e Conservatism

e Consistency

* Monetary Unit.

Entity

The Entity principle states that from an accounting perspective, the business is assumed
to be separate from the owner and other businesses, and its records should be kept on
this basis. This may seem a slightly bizarre idea, especially when we consider that the
owner of a sole proprietorship is frequently the person behind the counter, or the one
actually performing the service. However, if we are to assess the performance of the
business itself, we must include only information relevant to that business. The owner
may have a beach house or a four-wheel drive, but if this item is not being used by the
business, it must not be included as a business asset.

Transactions between the business and the owner

In practical terms, the Entity principle means that the business must have a separate
bank account, and that it should only be used for business purposes. If the owner uses
the business’s funds for personal purposes, this must be recorded in the business’s
records as drawings.

In the same way, if the owner contributes personal assets to the business, then this
should be recorded as a capital contribution from one entity (that is, the owner) to
another entity (that is, the business).

In the case of a contribution of non-cash assets, such as a vehicle, the Entity principle
will have a further effect in terms of the way the asset is valued. Consider an asset, such
as a vehicle, purchased by the owner but then contributed to the business. This asset
cannot be valued at the original price paid by the owner, as it is the cost to the business,
as a separate entity, that is important.

However, although the business and the owner are assumed to be separate
accounting entities, there would be no source document to verify the ‘sale’ by the
owner to the business as they are, in fact, one and the same. In this case, the asset
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If a business owner
contributes a personal
asset, such as a vehicle,
to the business, this
should be recorded as a
capital contribution from
one Entity (the owner)

to another Entity

(the business)

would be recorded in the books of the business at an agreed value (determined at the agreed value
time the asset is contributed to the business). This agreed value would then become the the accepted value of a

effective Historical Cost as far as the business is concerned. non'_caSh asset at the time
of its contribution by the

. owner
Going Concern
The Going Concern principle assumes that the life of the business is continuous, and its Going Concern
records are kept on that basis. This principle is important because it allows us to record the life of the business

transactions that have an effect on the future. For instance, where a sale is made on is assumed to be
continuous, and its
records are kept on

that basis

credit terms, the cash will not have been received from the customer. By assuming that
the business will continue trading indefinitely, the Going Concern principle allows us to
record debtors (amounts owed to the business by credit customers) as an asset because
at some stage in the future the business is likely to receive cash. The same applies to
amounts the business owes to its creditors for its credit purchases, or to amounts the
business has paid in advance for benefits it is yet to receive.

The effect of the Going Concern principle is also significant in distinguishing between
expenses (whose benefit is consumed entirely) and assets (whose benefit extends into
the future). Only by assuming that the life of the business is ongoing can we recognise
the benefit that will be derived some time in the future from the assets under the firm’s
control. (See ‘1.6 The elements of financial statements’ for a discussion of the difference
between assets and expenses.)

Reporting Period

The Reporting Period principle states that the life of the business must be divided into Reporting period
periods of time to allow reports to be prepared. This principle is inextricably linked the life of the business
must be divided into
periods of time to allow
reports to be prepared;
these accounting reports

to the idea that the business is a Going Concern. Because the life of the business is
assumed to be continuous, it is necessary to divide that life into arbitrary periods so
that profit can be determined. We cannot wait until the end of the firm’s life to calculate

profit (because we are assuming that the end will never come) so we calculate profit for should reflect the

the month, or year. A Reporting Period can be as short as the owner requires, but in Reporting Period in which

most cases, to meet taxation requirements, is no longer than a year. a transaction occurs
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accrual accounting
calculating profit by
comparing revenues
earned against expenses
incurred in a particular
reporting period

Historical Cost

the recording of a
transaction at its original
cost or value, as this value
is verifiable by reference
to the source document

Conservatism

losses should be recorded
when probable but gains
should only be recorded
when certain, so that
liabilities and expenses
are not understated and
assets and revenues are
not overstated

Consistency
accounting methods
should be applied in a
consistent manner to
ensure that reports are
comparable between
periods

Monetary Unit

all items must be recorded
and reported in a common
unit of measurement; that
is, Australian dollars
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One possible consequence of dividing the life of the business is that at the end of a
Reporting Period the business may still be waiting for some cash from debtors, or may
not yet have paid for some expenses. These amounts are still included in the calculation
of profit, as the revenue was earned (when the goods were sold) and the expense
incurred (when the item was consumed) in the current reporting period. This method of
calculating profit as revenues earned less expenses incurred in each Reporting Period
is known as accrual accounting.

Historical Cost

The Historical Cost principle states that a transaction should be recorded at its original
costorvalue, as this value is verifiable by reference to the source document. This principle
applies particularly to assets, which must be recorded at their original purchase price.
Any other valuation, such as resale value or replacement value, is subject to a certain
amount of guesswork, and therefore Historical Cost is preferred. For instance, if land
is bought for $300 000, and is later estimated to be worth $320 000, it should remain
in the accounting records as $300 000 as the other price is only an estimate, and not
verifiable. There are certain situations in which it is acceptable to use a valuation other
than Historical Cost, but these situations will be covered in later chapters.

Conservatism

The Conservatism principle states that losses should be recorded when probable but
gains should be recorded only when certain, so that liabilities and expenses are not
understated and assets and revenues are not overstated. This principle advocates a
worst-case scenario approach to accounting. Where different valuations are possible, or
it is impossible to avoid the use of an estimate, accountants should use whichever data
gives the most cautious or ‘conservative’ assessment. This does not mean the records
should deliberately represent a situation as worse than it actually is, but it does mean
they should not represent the situation as better than it might turn out to be. From
an accounting point of view it is better to be cautious and conservative than overly
optimistic (and then get a rude shock when reality does not match expectations).

Consistency

The Consistency principles states that accounting methods should be applied in
a consistent manner from one period to the next, so that reports can be compared
between periods. Without consistent accounting methods, it is difficult to tell whether
changes in accounting reports are the result of changes in business performance, or
simply changes in accounting procedures. This makes it difficult to compare reports
from one period to the next. The amounts in the reports do not need to be the same,
but the way they are calculated does.

Monetary Unit

The Monetary Unit principle states that all items must be recorded and reported in
a common unit of measurement; that is, Australian dollars. This is one of the more
obvious principles. It would make little sense to record the purchase of a motor vehicle
as ‘1 Holden Commodore’ without attaching a valuation in dollars. To do so would
make it impossible to aggregate total assets or make comparisons between periods
or businesses. Similarly, recording loans in Australian dollars and stock in Japanese yen
would make the information impossible to use.
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CHAPTER 1 THE ROLE OF ACCOUNTING

REVIEW QUESTIONS 1.4
1 Define the following accounting principles:
entity
Going Concern
Reporting Period
Historical Cost
Conservatism
Consistency
Monetary Unit.
Explain one practical consequence of adopting the entity principle.
State the length of a Reporting Period. (Beware: this is a trick question!)

Explain why the implementation of the Going Concern principle requires the

adoption of the Reporting Period principle.
State how profit is calculated under accrual accounting.

1.5 QUALITATIVE CHARACTERISTICS

In addition to the accounting principles, which guide the recording process, the profession
is guided by what is known as The International Framework for the Preparation and
Presentation of Financial Reports. The Framework, as it has become known, sets out the
broad concepts that underpin the preparation of financial reports. These concepts are
known as qualitative characteristics. The Framework also defines the items that will be
reported in each report.

The Framework also provides the basis for the development of Accounting Standards,
which are rules governing specific accounting procedures that all accountants are
compelled to follow. These standards underpin many of the techniques used in this
text, but students are not required to know the relevant Accounting Standard.

If we follow and implement the accounting principles when we are recording, then
our accounting reports should possess the qualitative characteristics outlined in the
Framework. The qualitative characteristics are basically the qualities we would like our
accounting information to possess. The four qualitative characteristics of accounting
reports are:

* Relevance

e Reliability

e Comparability

e Understandability.

The Monetary Unit principle
states that all items must

be recorded and reported
in a common unit of
measurement; that is,
Australian dollars

qualitative
characteristics
the qualities of
the information in
accounting reports
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STUDY TIP

Accounting principles

apply mainly to records,
whereas qualitative
characteristics apply to
reports.

Relevance

accounting reports
should include all
information that is useful
for decision-making

materiality
size or significance

Reliability

accounting reports should
contain information that
is accurate, and free from
bias or error

Comparability
accounting reports should
be able to be compared
over time

Understandability
accounting reports
should be presented in
a manner that makes

it easy for them to be
understood by the user
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Relevance

Relevance states that reports should include all information that is useful for decision-
making, and exclude information that is not. This information should be up-to-date,
and appropriate to the decision at hand. The quality of Relevance guides us in what
to include in our reports, and will be present if we follow the Entity and Reporting
Period principles. For example, when preparing a Balance Sheet for a business, it is
not relevant to include the personal assets of the owner, as these are not being used
by the business to earn revenue, and thus are not useful for making decisions about
future business activities. Similarly, the Income Statement should include only revenues
and expenses from the current Reporting Period — last year's wages, or next year's sales
figures will not help us to assess this year’s profit. The key is whether the information is
useful for decision-making.

Although Relevance is determined largely by whether the nature of the item makes
it useful for decision-making, the size or materiality of the item can also be important.
Items that are too small or insignificant to affect decision-making may be considered to
be immaterial, meaning they can be reported in the value of a larger item, or in some
cases omitted from the reports. For instance, Relevance allows us to omit from the
Balance Sheet $1.95 spent on stationery (as it is such a small amount) and instead report
this as an expense. Its inclusion (or exclusion, for that matter) in the Balance Sheet will
not affect decision-making in any material way.

Reliability

Reliability states that reports should contain information that is free from bias and
error, and thus can be relied upon for its accuracy. The quality of Reliability means that
in relation to the amounts we show in reports, we should avoid the use of estimates.
Reliability will be assisted via the Historical Cost principle, because the best way to
ensure that information is free from bias and error is to make sure it is verifiable by
reference to a source document. Reliable information has proof to support its accuracy.
For example, it should be possible to check the level of credit sales reported in the
Income Statement against the invoices that documented the sales. This ensures there is
no room for subjectivity or guesses.

Comparability

Comparability states that reports should be comparable over time, and between
different companies, through the use of consistent accounting procedures. One of the
most basic uses of accounting reports is to compare performances of businesses and
between periods. However, this will only be possible if consistent accounting methods
have been used. Where accounting procedures are changed, this should be stated
clearly (disclosed) in the reports, so that the users can make more informed assessments
of what the reports are telling them.

Understandability

Understandability states that reports should be presented in a manner that is simple to
understand.

It is important to remember that the most basic function of accounting reports is to
communicate information to the user; that is, sole traders and/or owners. Most small
business owners are not accountants, so it is not sensible to present reports in a form
that owners cannot understand. The characteristic of Understandability means it is easy
for the user to comprehend the meaning of reports. For this reason, it may be more
effective to present information in graphs, tables or charts, or simply in language that is
free from accounting jargon.
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CHAPTER 1 THE ROLE OF ACCOUNTING

In summary, the accounting process is guided by:
® accounting principles, which govern the way accounting information is recorded
* qualitative characteristics, which inform the way accounting reports are prepared.

REVIEW QUESTIONS 1.5
1 Define the following qualitative characteristics:
Relevance
Reliability
Comparability
Understandability.
Explain how the Entity and Reporting Period principles ensure Relevance in
the accounting reports.
Referring to one qualitative characteristic, explain why accountants must
follow the Historical Cost principle.

Explain how the recording system can ensure Comparability of accounting
reports.
Suggest two ways of improving the Understandability of accounting reports.

1.6 THE ELEMENTS OF FINANCIAL STATEMENTS

We have discussed at length the qualities that accounting reports should possess, but
what items should they include? The Framework defines the elements of the accounting
reports as:

* assets

e liabilities

® owner's equity

* revenues

® expenses.

Assets

Assets are resources controlled by an entity, as a result of past events, from which future
economic benefits are expected to flow to the entity. For an item to be recognised as
an asset, it must meet each part of the definition. An item that fails to meet any of these
requirements cannot be considered to be an asset.

Let's break this definition down into its main components.

Resources controlled by the entity

Resources are simply items that are capable of generating an economic gain for a
business, such as bank (the cash held there, not the building), debtors, stock, vehicles
and premises.

However, only those items that are under the firm’s control can be defined as assets.
This means that the firm must be in a position to determine how and when the item is
used. For instance, it is up to the business to determine how and when the cash in the
bank account will be spent, when the debtors are expected to pay and how the vehicles
will be used.

By contrast, the owner's home cannot be classified as a business asset because it is
not under business control. Don't forget the Entity principle here: the owner’s home is
under the control of the owner, who is considered to be a separate accounting entity
from the business.

13

asset

a resource controlled
by an entity, as a result
of past events, from
which future economic
benefits are expected
to flow to the entity
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liability

a present obligation of the
entity as a result of past
events, the settlement

of which is expected to
result in an outflow from
the entity of resources
embodying economic
benefits

owner’s equity

the residual interest in
the assets of the entity
after the deduction of
its liabilities
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Note that although a business will own many of its assets, ownership itself is not a
necessary condition for an item to be classified as a business asset. Control is much
broader than ownership, so the firm’s assets will obviously include, but not be restricted
to, what it owns.

Future economic benefits

In addition to falling under business control, assets must be capable of generating a
future economic benefit. That is, they must represent some sort of benefit that is yet to
be received. This reflects the Going Concern principle. For example, cash in the bank
can be spent and stock can be sold at some point in the future; the amount owed to
the business by its debtors will be received as cash some time in the next month or so;
and items such as premises and vehicles will usually be used for business activities for a
number of years into the future.

On the other hand, cash paid for this month’s wages is not an asset, as there is no
future benefit. In order to gain a further benefit from employees, a further payment must
be made. Items such as this cannot be classified as assets because their benefit does
not extend beyond what has already been received.

Liabilities
Liabilities are present obligations of the entity as a result of past events, the settlement
of which is expected to result in an outflow from the entity of resources embodying

economic benefits. This may seem like a lot of jargon, but broken into its components
it is easier to understand.

Present obligations

If the business has a legal responsibility (or obligation) to settle a debt, then this debt is
likely to be a liability. In the case of a bank overdraft or mortgage, the contract with the
lender means the business is obliged to repay the amount owing.

Contrast these items with the amount that the business expects to pay next year for
advertising. This cannot be reported as a liability, as at present there is no obligation
to pay. The obligation will only occur once the firm has signed the contract, or the
advertising itself has been provided.

Expected to result in an outflow of economic benefits

The fact that a liability is expected to result in an outflow or sacrifice of economic benefits
means that the outflow/sacrifice has not yet occurred. In this way, a liability could be
seen as requiring a future economic sacrifice.

In most cases, the economic benefit to be sacrificed will be cash, and the expected
outflow will occur when the business pays its debts. However, this is not always the case;
there may be an alternative economic benefit that must be sacrificed. For example,
a firm may have received cash in advance for a job yet to be completed; it is not a
payment that is required to extinguish this liability, but the completion of the work.

Owner’s equity

Owner's equity is the residual interest in the assets of the entity after the deduction of
its liabilities. In effect, owner's equity is what is left over for the owner once a firm has
met all its liabilities. Given that the owner and the firm are considered to be separate
entities, it can also be described as the amount the business ‘owes the owner'.
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Revenue

Revenues are inflows of economic benefits (or savings in outflows) in the form of
increases in assets (or decreases in liabilities) that increase owner’s equity, except for
capital contributions by the owner. Capital contributions are excluded because they
occur not due to the activities of the business, but rather the actions of the owner.

Revenue then represents the increases in owner’s equity that occur through business
activities, and in most cases will represent what the business has gained from the goods
it has sold or the work it has done. But there are other forms of revenue, and although
revenue may take the form of cash, this is not a requirement: credit sales would be
revenue in the form of an increase in an asset other than cash (namely, debtors), whereas
discount revenue would take the form of a decrease in a liability (creditors). The key is
that a revenue must increase owner’s equity, but not as a consequence of the owner
making a contribution.

Expenses

Expenses are outflows or consumptions of economic benefits in the form of decreases
in assets (or increases in liabilities) that reduce owner’s equity, except for drawings by
the owner. Drawings is excluded because it doesn’t contribute to the firm's ability to
carry out its trading activities, and so does not affect its ability to earn revenue or profit.

Expenses then represent the decreases in owner’s equity that occur through business
activities or, put simply, what a business has consumed (or used up) to earn its revenue.
Even though many expenses are paid in cash, this is not a requirement: stock loss due
to theft would be an expense in the form of a decrease in assets (stock), whereas wages
could take the form of an increase in liabilities if it were yet to be paid. The key here is
that an expense must decrease owner's equity, but not as a consequence of the owner
making a withdrawal from the business.

REVIEW QUESTIONS 1.6

1 Define the following items:
asset
liability
owner's equity
revenue
expense.

State one reason why wages is not considered to be an asset.

State one reason why the advertising for next year is not considered to be a
liability.
Explain why a capital contribution is not considered to be revenue.

Explain why drawings is not considered to be an expense.

ISBN 978-1-107-64070-2 © Anthony SImmons, Richard Hardy 2012
Photocopying is restricted under law and this material must not be transferred to another party.

revenue
an inflow of economic
benefits (or saving in
outflows) in the form of

an increase in assets (or
decrease in liabilities)

that increases owner’s
equity, except for capital
contributions by the owner

expense
an outflow or consumption
of economic benefits (or
reduction in inflows) in

the form of a decrease

in assets (or increase in
liabilities) that reduces
owner's equity, except for
drawings by the owner

STUDY TIP

Compare the definitions
of revenues and
expenses. Opposites
apply here.
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WHERE HAVE WE BEEN?

e The purpose of accounting is to provide financial information to assist decision-
making.

* The accounting process involves collecting source documents, recording financial
data and then reporting financial information, and subsequently advising the owner
on an appropriate course of action.

* Accounting principles, the generally accepted rules governing the way accounting
information is generated, are:

- entity

— Going Concern
- Reporting Period
— Historical Cost

— Conservatism

— Consistency

— Monetary Unit.

e Qualitative characteristics, the qualities we would like our financial reports to possess,

are:

- Relevance

- Reliability

- Comparability

- Understandability.

* The three general-purpose financial reports are the Cash Flow Statement, the
Income Statement and the Balance Sheet.

* The elements of the financial reports are assets, liabilities, owner's equity, revenue
and expenses.

EXERCISE 1.1
EXERCISES ,
ACCOUNTING PRINCIPLES page

In each of the following situations, state and explain the accounting principle that has

been breached.

a Rhonda recorded the payment of her daughter’s orthodontist's fees as a business
expense.

b The proprietor of Richmond Spare Parts decided to combine the recording of repair
expenses with vehicle expenses after recording them separately for several years.

c¢ Due to uncertainties with the exchange rate, Dig Freely decided to record foreign
earnings in yuan (the Chinese currency).

d During January 2015, Jean Simons received cash for goods sold in December 2014.
Jean decided to record the cash as revenue for 2015.

e Mills & Son have just revalued their non-current assets upwards by 4% to reflect the

rate of inflation.

f Paul Rullett is the proprietor of PR Traders. He has decided to list all the liabilities of
the firm as current to give him a better picture of what he owes, despite a mortgage
that is due in 10 years.

g Karen Roberts only prepares financial reports every two years.
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EXERCISE 1.2

ACCOUNTING PRINCIPLES AND page 6
QUALITATIVE CHARACTERISTICS

During December 2015, Bon Wilhelm paid for a family holiday using a business cheque.
This transaction was treated as a business expense, with Bon arguing, ‘It's my business;
it's my money.’

Required

a Referring to one accounting principle, explain why this transaction should have
been recorded as drawings.

b Explain how Wilhelm’s decision will undermine the Relevance of the financial reports.

EXERCISE 1.3

ACCOUNTING PRINCIPLES AND page /
QUALITATIVE CHARACTERISTICS

In October 2015, Mark Larkin, the owner of Larkin Lighting, decided that the firm’s stock
should be valued at its selling price rather than its cost price because, according to
Mark, ‘That's what it is actually worth.’

Required

a Referring to one accounting principle, explain why the stock must be valued at its
cost price.

b Explain how valuing stock at its selling price will undermine the Reliability of the
reports.

EXERCISE 1.4

ACCOUNTING PRINCIPLES AND page 8
QUALITATIVE CHARACTERISTICS

Erica Carr's business has been sued for false advertising, and her solicitor has indicated
that she is likely to lose the forthcoming court case and be liable to pay damages. Erica
has decided to not disclose the damages in the Income Statement.

Required

a Referring to one accounting principle, explain why Erica should disclose the
damages in the Income Statement.

b State the qualitative characteristic that supports your answer to part ‘a’. Justify your
answer.

EXERCISE 1.5

ACCOUNTING PRINCIPLES AND page ?
QUALITATIVE CHARACTERISTICS

In an attempt to satisfy the Consistency principle, Coolick Refrigerators always reports
the same figure for depreciation of equipment.

Required

a Define ‘consistency’ as an accounting principle.

b Referring to one qualitative characteristic, explain why the accounting records
should be maintained by following the Consistency principle.
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EXERCISE 1.6

ACCOUNTING PRINCIPLES, QUALITATIVE
CHARACTERISTICS AND ELEMENTS OF
THE REPORTS

page 10

In October 2014, Rad Magazines successfully completed a marketing campaign where
readers pay in advance for magazines to be delivered in 2015. The owner wants to
record all the cash received as revenue for 2014.

Required

a Referring to one accounting principle, explain why the cash received should not be
recorded as revenue for 2014.

b State the qualitative characteristic that will be undermined if the cash received is
reported as revenue for 2014. Justify your answer.

¢ Referring to the definitions of the elements of the reports, explain why the cash
received is not yet revenue.

EXERCISE 1.7

ACCOUNTING PRINCIPLES AND
QUALITATIVE CHARACTERISTICS

page 11

The accounting department of Plastic Cups Emporium recently issued a report to a
meeting of the workers of the firm, complete with various financial statements and
financial ratios. None of the workers at the meeting had any knowledge of accounting.

Required

a Referring to one qualitative characteristic, explain why the accounting reports will
not fulfil their intended function.

b State one technique the accounting department could employ to improve the
appropriateness of its financial reports.

EXERCISE 1.8

ACCOUNTING PRINCIPLES AND
QUALITATIVE CHARACTERISTICS

page 12

The owner of Frosty Fridges believes its market value is shown in the Balance Sheet as
the difference between total assets and total liabilities.

Required
a Referring to one accounting principle, explain why the market value of Frosty
Fridges will not be shown as the difference between total assets and total liabilities.

EXERCISE 1.9

ACCOUNTING PRINCIPLES, QUALITATIVE
CHARACTERISTICS AND ELEMENTS OF
THE REPORTS

page 13

On 1 April 2012, Max contributed second-hand shelving to his business with an agreed
value of $12 500. Max originally paid $15 000 for the shelving. On 30 June 2015, the
resale value of the shelving was $8 500.
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Required

a Referring to the definitions of the elements of the reports, explain how the shelving
should be classified in the Balance Sheet of Max's business.

b Referring to one accounting principle, explain how the shelving should have been
valued in the Balance Sheet of Max’s Mart as at 1 April 2012.

¢ Referring to one qualitative characteristic, explain why the shelving should not be
valued at its resale value in the Balance Sheet as at 30 June 2015.

EXERCISE 1.10 oage 14

ELEMENTS OF THE REPORTS

For each of the following items, state whether it should be reported in the Income
Statement or the Balance Sheet, using the definitions of the elements of the reports to
explain how it should be classified:

debtors

loan — principal

interest on loan

stock loss

cash sales

wages incurred

wages owing

SQ 0o on T o

discount revenue.

EXERCISE 1.11 oage 15

ELEMENTS OF THE REPORTS

Hard Utes specialises in the sale of utility vehicles. On 31 August 2014, the firm
purchased a new vehicle worth $35 000 on credit from Holden.

Required

a Explain the difference between an asset and an expense.

b Explain one circumstance in which the cost of the vehicle would be reported as a
current asset.

¢ Explain one circumstance in which the cost of the vehicle would be reported as a
non-current asset.

d Explain one circumstance in which the cost of the vehicle would be reported as an
expense.

EXERCISE 1.12 page 16

GOODWILL

Over the last couple of years, Elaine has built up a loyal clientele for her fashion boutique,
Fine Fashions. These customers buy from Elaine on a regular basis because they trust
her judgement and expertise.

Required
a Discuss whether Elaine should recognise this ‘goodwill’ as an asset.
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Where are we headed?
After completing this chapter,
you should be able to:

¢ define and identify assets,
liabilities and owner’s equity

* explain the relationship
between the elements of the
accounting equation

* calculate owner’s equity
using the accounting

equation

* explain the relationship
between the accounting

¢ define and identify current
and non-current items

® prepare a fully classified
Balance Sheet

equation and the Balance * apply the rules of double-

Sheet

entry accounting

¢ analyse how transactions
affect the accounting
equation and the Balance
Sheet.

THE ACCOUNTIN
EQUATION

KEY TERMS

After completing this chapter, you should
be familiar with the following terms:

equities

Balance Sheet
classification
current asset
non-current asset
current liability
non-current liability

double-entry accounting.
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2.1 ASSETS, LIABILITIES AND OWNER'S EQUITY

The most obvious place to start an assessment of any business is with its current situation
or, if you like, its current financial position. At its most basic, this assessment will consider
the economic resources it controls — its assets — and the obligations it has - its liabilities.
By preparing a Balance Sheet, which details these assets and liabilities, an owner can
assess the owner’s equity — the net worth of the owner’s investment in the business.
Let's start by refreshing our understanding of assets, liabilities and owner’s equity.

Assets

As was explained in Chapter 1, assets are defined as resources controlled by an entity,
as a result of past events, from which future economic benefits will flow to the entity.
A common list of assets for a trading business might include the following items:
* bank - cash kept in the business’s bank account
e debtors — the amount owed to the business by customers who were sold goods
on credit
* stock — goods purchased and held for resale to customers
e fixtures and fittings — items used in the business premises, such as shelving or
window coverings
* vehicles - cars, trucks and vans used for business purposes
* premises — the building(s) from which the business activity is conducted.

Liabilities
Liabilities are present obligations of the entity as a result of past events, the settlement
of which is expected to result in an outflow of resources embodying economic benefits.

A common list of liabilities might include:

* bank overdraft — an amount owed to the bank when a business spends more

than is currently in its bank account

e creditors — the amount owed by the business for goods it has bought on credit

* Joan —an amount that is borrowed from a bank or other financial institution and

must be repaid at some time in the future

* mortgage - a specific type of loan that is secured against property.

You might begin by thinking of assets as ‘what the firm owns’ and liabilities as
‘what the firm owes’, but such simplistic definitions will not suffice in more complex
accounting situations, including the exam! The more sophisticated definitions (as listed
above and described in detail in Chapter 1) must be applied to determine accurately
and conclusively whether an item is an asset or a liability.

Owner’s equity

Owner's equity is the residual interest in the assets of the entity after the deduction of its
liabilities. Liabilities are obligations to external entities; that is, parties outside the firm,
such as banks, creditors and other lenders. This means that liabilities are debts owed to
entities other than the owner. The amount owed to the owner — the owner's claim on the
assets of the firm — must be reported separately as owner’s equity.

How can a business owe its owner? Don't forget the Entity principle: as accountants,
we assume that the business and the owner are separate entities, separate beings.
The assets of the firm are not assets of the owner, and nor are the liabilities; they are
assumed to belong to the business alone. Because the value of the firm's assets must
exceed its liabilities, there will be an amount ‘left over'. It is this left over or residual
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amount that the firm owes not to any external party, but to the owner, so owner’s equity
is the residual interest in the assets of the entity after the deduction of its liabilities.

The accounting equation

What liabilities and owner’s equity have in common is that they are both equities
or claims on the assets of the business. That is, liabilities are what the business owes
to external parties, while owner's equity is what the business owes to the owner. Both
types of claim must be funded from the business’s assets.

This relationship — between assets, liabilities and owner’s equity — is described by the
accounting equation.

Accounting equation

Assets = Liabilities + Owner's equity

The accounting equation is as important to accounting as Einstein’s theories are to
physics and it is subject to one immutable law: it must always balance. That is, assets
must always equal liabilities plus owner’s equity. It is not possible for the equation to be
out of balance.

For instance, if a firm has assets of $120 000 and liabilities worth $85 000, its owner's
equity must be the residual (that is, what is left over): $35 000. It is not possible for
owner’s equity to equal an amount greater than this, because there would be insufficient
assets to fund the claim.

On the other hand, it is not possible for owner’s equity to equal an amount less than
this. If liabilities claimed $85 000, and the owner claimed only $20 000, that would leave
an amount of $15 000 that has not been claimed by liabilities, nor by the owner (and
no-one is suggesting it should just be given away!). It is not possible for an amount to
remain unclaimed, proving that the accounting equation must always balance.

equities

claims on the assets of
the business, consisting
of both liabilities and
owner’s equity

accounting equation
the rule that states that
assets must always
equal liabilities plus
owner’s equity

The relationship between
assets, liabilities and
owner's equity is described
by the accounting equation
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REVIEW QUESTIONS 2.1
Define the term ‘asset’.
List three assets that would be found in the Balance Sheet of a typical trading
firm.
Define the term ‘liability’.
List three liabilities that would be found in the Balance Sheet of a typical
trading firm.
Define the term ‘owner’s equity’.
Referring to one accounting principle, explain how a business can ‘owe its
owner’.
State the accounting equation.
2.2 THE BALANCE SHEET
The relationship between assets, liabilities and owner’s equity — as described by the
Balance Sheet accounting equation — is at the heart of the Balance Sheet. The Balance Sheet is an
an accounting report that accounting report that details the firm’s assets, liabilities and owner’s equity at a particular
details the business's point in time, and is a reflection of the firm's accounting equation. This relationship is

assets, liabilities and
owner’s equity at a
particular point in time

shown in Figure 2.1.

Figure 2.1 The accounting equation and the Balance Sheet

Assets

Liabilities + Owner's equity

Assets

TOTAL ASSETS

Liabilities
plus Owner's equity

TOTAL EQUITIES

A Balance Sheet for a trading firm may look like the one shown in Figure 2.2.

Figure 2.2 Balance Sheet

MORGAN'S MERCHANDISE
Balance Sheet as at 30 June 2015

Assets $ $ Liabilities $ $

Bank 5000 | Creditors 6 000

Stock 34000 | Loan - MHB Bank 36 000 42 000

Debtors 12000 | Owner's Equity

Vehicles 45000 | Capital - Morgan 54 000

Total Assets 96 000 | Total Equities 96 000
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The assets are listed on the left-hand side, with the equities (liabilities and owner’s
equity) listed on the right, just like the accounting equation.

Note how the title of the report states who it has been prepared for (Morgan's
Merchandise), what kind of report it is (a Balance Sheet) and when it was prepared (30
June 2015). Because businesses engage in a number of transactions every day, and
every transaction changes the Balance Sheet, the Balance Sheet is only ever accurate
on the day it is prepared. Thus, the title says ‘as at’ a particular date.

Note also how the term ‘Owner’s Equity’ is used as a heading. The actual item
representing the owner’s claim is known as ‘Capital’, with the name of the owner listed
next to it. Any profits earned by the business — and thus ‘owed’ to the owner — would
also be listed under the heading of ‘owner’s equity’.

REVIEW QUESTIONS 2.2
Explain what is shown in a Balance Sheet.
Explain the relationship between the accounting equation and the
Balance Sheet.

State the three pieces of information that must be present in the title of
every accounting report.
Explain why the Balance Sheet is titled ‘as at’ a particular date.

2.3 CLASSIFICATION IN THE BALANCE SHEET

Given that accounting exists to provide financial information to assist decision-making,
accountants are always seeking ways to improve the usefulness of the information they
provide. One simple but very effective way of improving the usefulness of the Balance
Sheet is by classifying the information it contains.

Classification involves grouping togetheritems thathave some common characteristic.
In relation to the Balance Sheet, the assets and liabilities have already been grouped
together, but within these groupings the items can be classified according to whether
they are current or non-current.

Current versus non-current assets

All assets are defined as ‘future economic benefits’, but it is the definition of ‘future’ that
determines whether they are current assets or non-current assets. Put simply, assets
are classified as current or non-current according to how long they are expected to last.

If it is expected that the asset will be sold, used up or turned into cash within a year
(thatis, if it is expected to provide an economic benefit only in the next 12 months) then
it should be classified as a current asset. Common current assets include the cash in the
business's bank account, the stock it is holding for resale, and the amounts owed to it
by its debtors.

Any assets that are expected to provide an economic benefit for more than 12
months (such as business premises, vehicles or shop fittings) should be classified as
non-current assets.
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classification
grouping together items
that have some common
characteristic

current asset

a resource controlled by
the entity as a result of
past events, from which

a future economic benefit
is expected to flow to the
entity in the next

12 months

non-current asset

a resource controlled by
the entity as a result of
past events, from which

a future economic benefit
is expected to flow to the
entity for more than the
next 12 months
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If it is expected that an
asset will be sold, used up
or turned into cash within
a year (such as stock held
for resale in a warehouse)
it should be classified as a
current asset

An asset that is expected
to provide an economic
benefit for more than the
next 12 months (such as
a business's premises or
truck) should be classified
as a non-current asset

current liability

a present obligation of the
entity arising from past
events, the settlement of
which is expected to result
in an outflow of resources
embodying economic
benefits in the next

12 months

non-current liability

a present obligation of the
entity arising from past
events, the settlement of
which is expected to result
in an outflow of resources
embodying economic
benefits in more than

12 months
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Current versus non-current liabilities

The same "12-month’ test applies to liabilities. Current liabilities are obligations that

are expected to be met in the next 12 months, such as amounts owing to creditors and

loans due in the next year. A bank overdraft would also be classified as a current liability,

not so much because it will be met in the next 12 months as because it can be. That
is, although it is unlikely to occur, it is possible that an overdraft could be called in (for
repayment) on very short notice, making it a current liability.

By contrast, non-current liabilities are those obligations that must be met some time
in more than 12 months. Longer-term loans, such as mortgages, are the most common

non-current liabilities.
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Loans

When classifying loans, it is important to recognise that some of the amount owing
may be current and some non-current. For example, with a loan such as a mortgage,
the lender (usually a bank) would expect the borrower (the business) to make gradual
repayments off the principal rather than repay one massive amount at the end of the
loan. In this case, the amount that is due for repayment in the next 12 months would
be classified as a current liability, with the remainder (which does not have to be repaid
until after 12 months) classified as a non-current liability. As a result, the amount owing
on a long-term loan may need to be split between current and non-current liabilities.

If we take the Balance Sheet shown earlier in this chapter and classify its contents,
the result would appear as is shown in Figure 2.3.

Figure 2.3 Classified Balance Sheet

MORGAN'S MERCHANDISE
Balance Sheet as at 30 June 2015

Current Assets $ $ Current Liabilities $ $
Bank 5000 Creditors 6000

Stock 34 000 Loan — MHB Bank 12 000 18 000
Debtors 12 000 51000

Non-Current Liabilities

Non-Current Assets Loan — MHB Bank 24 000
Vehicles 45 000

Owner’s Equity

Capital - Morgan 54 000

Total Assets 96 000 | Total Equities 96 000

STUDY TIP

In this example, the Loan — MHB Bank for $36 000 has been split between current
and non-current liabilities: $12 000 must be repaid in the next 12 months, with the

remaining $24 000 due for repayment some time after that. Check the date when a
Note also the use of columns: where necessary, the left-hand column on each side loan has to be repaid;
of the statement has been used for listing individual amounts, leaving only the total of this is thg key ©
h classification in the riaht-hand col his | ol hanism for | . whether it is current or
each classification in the right-hand column. This is a simple mechanism for improving e —

the layout of the report, and making it more user-friendly.

Uses of the classified Balance Sheet

With currentand non-currentitemsidentified, the Balance Sheet now has more Relevance
for decision-making. For example, it can be used to identify the amount of debts that
must be met in the forthcoming year; that is, current liabilities. If the owner wants to
go further, the current liabilities can be compared against the current assets to assess
the firm’s ability to meet those short-term debts. This is, in effect, an assessment of
the firm’s liquidity by calculating its Working Capital Ratio, but we will leave this until
Chapter 19.
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double-entry accounting
a system that records two
effects on the accounting
equation as a result of
each transaction

EXAMPLE
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REVIEW QUESTIONS 2.3
Distinguish between a current asset and a non-current asset.
List three current assets and three non-current assets.
Distinguish between a current liability and a non-current liability.
List three current liabilities.
Explain how a mortgage should be classified in the Balance Sheet.

Explain one benefit of classifying the Balance Sheet.

2.4 DOUBLE-ENTRY ACCOUNTING

Although the Balance Sheet states a firm’s financial position at a particular point in
time, this position is not static: it will change after every transaction. Specifically, when
a business exchanges goods and/or services with another Entity, at least two items will
change in its accounting equation and, therefore, its Balance Sheet. This is true of every
transaction that a firm could have. This means the accounting equation and Balance
Sheet will need to be rewritten after every transaction. At the same time, the accounting
equation must always balance, so even after each transaction has been recorded, the
accounting equation and the Balance Sheet must still balance. These two rules form the
basis of what is known as double-entry accounting.

Rules of double-entry accounting
1 Every transaction will affect at least two items in the accounting equation:
a double entry.

2 After recording these changes, the accounting equation must still balance.

Imelda’s Shoe Shop has presented the following transactions:

1 Imelda contributed $20 000 to establish a business bank account.
As a result of this transaction, the business now has $20 000 in its Bank account:
an increase in its assets of $20 000. In addition, because that cash came from the
owner (who is assumed to be a separate accounting Entity), the Owner’s Equity has
increased by $20 000. The accounting equation for Imelda’s Shoe Shop after this
transaction is shown in Figure 2.4.

Figure 2.4 Accounting equation 1

Assets $ $ Liabilities $ $

Bank 20000 | nil

Owner’s Equity

Capital — Imelda 20 000
Total Assets 20 000 | Total Equities 20 000
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CHAPTER 2 THE ACCOUNTING EQUATION

Note how the transaction has changed two items — Bank (asset) and Capital
(owner's equity) — both of which have increased by $20 000. As a result, the
accounting equation still balances.

Purchased stock on credit from Milano Leather Products for $45 000.

This time it is not Bank that increases, but a different asset: Stock. On the other side
of the accounting equation, a liability is created, called Creditors, representing the
amount owed to Milano Leather Products. The accounting equation for Imelda’s
Shoe Shop after transaction 2 is shown in Figure 2.5.

Figure 2.5 Accounting equation 2

Assets $ $ Liabilities $
Bank 20000 | Creditors 45 000
Stock 45000 | Owner's Equity

Capital - Imelda 20 000
Total Assets 65 000 | Total Equities 65 000

While there is no change to Bank, the new asset — Stock — increases the assets
to $65 000. On the other side of the accounting equation, Creditors increases the
equities to the same amount and, once again, the accounting equation balances.

Paid $12 000 to purchase new shop fittings.

This transaction creates a third asset (Shop Fittings) but in the process decreases
Bank by the same amount. Thus, the amounts of the individual assets change
without changing the total assets figure. There is no change on the equities side of
the equation, proving that although two items must change, they can both be on
the same side of the accounting equation, provided that the result still balances. The
accounting equation for Imelda’s Shoe Shop after transaction 3 is shown in Figure

2.6.

Figure 2.6 Accounting equation 3

Assets $ $ Liabilities $
Bank 8000 | Creditors 45 000
Stock 45000 | Owner's Equity

Shop Fittings 12000 | Capital - Imelda 20 000
Total Assets 65 000 | Total Equities 65 000

Each and every transaction will have at least two effects on the accounting
equation and, after these effects have been recorded, the equation must balance.
If it does not balance, then the recording is incorrect.

REVIEW QUESTIONS 2.4
1 Explain why the accounting equation must be redrawn after every transaction.

2 State the two rules of double-entry accounting.
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CAMBRIDGE VCE ACCOUNTING UNITS 3&4

WHERE HAVE WE BEEN?

EXERCISES

ISBN 978-1-107-64070-2

Assets are resources controlled by the Entity as a result of past events, from which
a future economic benefit is expected to flow to the Entity.

Liabilities are present obligations of the Entity arising from past events, the
settlement of which is expected to result in an outflow of resources embodying
economic benefits.

Owner’s equity is the residual interest in the assets of the Entity after the deduction
of its liabilities.

The accounting equation is ‘Assets =Liabilities + Owner’s Equity’, and it must always
balance.

The Balance Sheet is an accounting report that details the business’s assets,
liabilities and owner’s equity at a particular point in time, and is a reflection of the
firm's accounting equation.

Assets are classified as current if they are expected to provide an economic benefit
in the next 12 months. Assets that provide an economic benefit for more than 12
months are classified as non-current.

Liabilities are classified as current if it is expected they will be settled in the next
12 months. Liabilities that will be settled in longer than 12 months are classified as
non-current.

Double-entry accounting means each and every transaction will have at least two
effects on the accounting equation, and after these effects have been recorded the
accounting equation must balance.

EXERCISE 2.1 page 18

CLASSIFYING ITEMS

Classify each of the following items as assets or liabilities, and as current or
non-current:

creditors

bank overdraft

cash on hand

capital

debtors

equipment

mortgage owing on premises (for both this year and remainder)
premises

stock

vehicles

wages owing to employees
rent paid in advance

GST payable.
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EXERCISE 2.2
BALANCE SHEET

CHAPTER 2

@
THE ACCOUNTING EQUATION ®

page 19

Mark Florence is the owner of Ponte Jewellers, and has provided the following list of the
firm’s assets and liabilities as at 31 May 2015:

Stock $62 000
Creditors 3400
Loan — NAB (repayable 2025) 30 000
Shop Fittings 12 000
Bank 5900
Debtors 8 600
Office Equipment 4 100

Required

a Explain what is meant by the term ‘equities’.

b Calculate Capital as at 31 May 2015.

c Prepare a classified Balance Sheet for Ponte Jewellers as at 31 May 2015.
d Referring to your answer to part ‘c’, explain your treatment of Creditors.

EXERCISE 2.3
BALANCE SHEET

page 20

Greg Miller owns Greg's Gardening Supplies and has provided the following information
as at 31 January 2015:

ltem $ Item $
Term Deposit (matures 2020) 8 000 Bank 700
Debtors 2490 Creditors 1400
Wages Owing 600 Motor Vehicle 22 000
Stock 50 000 Loan from ANZ due 2025 36 000
(repayable $2 000 p.a.)
Required

a Calculate Capital as at 31 January 2015.

b Prepare a classified Balance Sheet for Greg's Gardening Supplies as at 31 January
2015.

¢ Referring to your answer to part ‘b’, explain your treatment of Stock.

d The motor vehicle is three years old, and the owner has estimated its value at
$15 200, rather than $22 000 as listed in the Balance Sheet. Discuss how the motor
vehicle should be valued, citing at least two qualitative characteristics in your answer.
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EXERCISE 2.4
BALANCE SHEET

page 21

Laura Destio owns Mallacoota Wines and has provided the following information as at
30 June 2015:

Item $ Item $

Bank Overdraft 2500 Shelving 43000
Stock 12 000 Mortgage 60 000
Creditors 5000 Debtors 10 500
Premises 100 000 GST Payable 1700

Note: The mortgage is repayable in quarterly instalments of $1 500.

Required
Prepare a classified Balance Sheet for Mallacoota Wines as at 30 June 2015.
Explain why a Balance Sheet is titled ‘as at'.

a
b
c¢ Explain your treatment of:
Debtors

Bank Overdraft.

State two external users who might be interested in this Balance Sheet.

EXERCISE 2.5

TRANSACTIONS AND THE ACCOUNTING
EQUATION

page 23

State the effect each of the following transactions has on the accounting equation:
a loan for $5 000 was received from ANZ Bank

office furniture worth $19 000 was purchased on credit from HP Enterprises

a creditor was paid $450

the owner contributed to the business a vehicle worth $25 000

$1 000 was paid off the loan principal

stock worth $3 000 was purchased with cash

$800 was received from a debtor.

EXERCISE 2.6
TRANSACTIONS AND THE BALANCE SHEET

page 24

As at 31 March 2015, the assets and liabilities of Pete’s Paint Emporium were as follows:

Assets $ Equities $
Bank 2 300 Creditors 9 000
Debtors 8000 | Wages Owing 2 000
Fixtures and Fittings 18 000

Delivery Van 25000

Stock 24000 | Capital - Pete ?
Total Assets 77 300 | Total Equities 77 300
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In the first week of April 2015, the following transactions occurred:

Apr.

Required

o B W

Paid $3 000 to a creditor.

Borrowed $28 000 cash from the NAB, which was used to purchase
another van. The loan is to be repaid in monthly instalments of

$1 000, commencing in May 2015.

Received $2 400 from a debtor.

Pete withdrew $1 500 worth of paint for his own purposes.

Paid the wages owing.

Pete contributed to the business his personal computer. Pete had
paid $4 600 but its agreed value on this date was $4 000.

a Calculate Capital as at 31 March 2015.
b Explain why the computer contributed on 6 April 2015 must be valued at $4 000.
c¢ Prepare a table to show the effect of each transaction on the Balance Sheet of

Pete’s Paint Emporium.
* d Prepare a classified Balance Sheet for Pete’s Paint Emporium as at 6 April 2015.

EXERCISE 2.7
page 26

TRANSACTIONS AND THE BALANCE SHEET

As at 30 September 2015, the assets and liabilities of Sam Booker Liquor were as follows:

Assets $ Equities $
Debtors 3000 | Bank Overdraft 2500
Fixtures and Fittings 15000 | Creditors 7 000
Stock 25 000 Loan — ANZ (repayable $6 000 p.a) 36 000
Fridges 40 000 | Capital - Sam ?
Total Assets 83 000 | Total Equities 83 000

In the first week of October 2015, the following transactions occurred:

Oct.

Required

o Uk W N -

Paid $2 000 to a creditor.

Sam contributed $5 000 of his own money to the business.

Paid $3 000 off the loan principal.

Purchased stock on credit for $10 000.

Sam took $2 500 of the fixtures and fittings home for personal use.
Paid $1 200 rent in advance for the next 6 months.

a Prepare a table to show the effect of each transaction on the Balance Sheet of Sam
Booker Liquor.
* b Prepare a classified Balance Sheet for Sam Booker Liquor as at 6 October 2015.
¢ Referring to your answer to part ‘b’, explain your treatment of Rent paid in advance.
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Where are we headed?
After completing this chapter,
you should be able to:

e explain the role of the

General Ledger

 apply the rules of double-
entry accounting to the

General Ledger

¢ record transactions in the

General Ledger

e explain the role of a cross-

reference

* explain the relationship
between owner’s equity and
revenues and expenses

THE G

* record opening balances in
the General Ledger

¢ record cash and credit sales
of stock in the General
Ledger

e state the effect of cash and
credit sales on the accounting
equation

e foot ledger accounts

® prepare a Trial Balance

¢ balance ledger accounts.

ENERAL

LEDGER

KEY TERMS

After completing this chapter, you should
be familiar with the following terms:

ledger account
General Ledger
cross-reference
Trial Balance
footing

balancing.



ledger accounts
accounting records
showing all the
transactions that affect
a particular item

General Ledger

the collective name for
the main group of ledger
accounts

CAMBRIDGE VCE ACCOUNTING UNITS 3&4

3.1 LEDGER ACCOUNTS

Chapter 2 introduced the concept of double-entry accounting — the principle that for
every business transaction, there will be at least two effects on the accounting equation.
This was illustrated by any number of transactions, each of which required a redrawing
of the accounting equation to reflect how its components had changed.

It may have occurred to you that rewriting the accounting equation after every
transaction would not be practical for a real, functioning small business. In addition, the
accountant or bookkeeper would probably find it very repetitive and boring.

This is particularly the case when we consider that although every transaction will
change two items in the accounting equation, there may well be a large number of
items that do not change. For instance, a credit purchase of stock will increase Stock
(asset) and Creditors (liability), but will have no effect whatsoever on Bank, Debtors,
Loans or even Capital. There may be many items that do not need to be changed, but
they will still need to be rewritten in an updated version of the accounting equation.

The challenge then is to develop an accounting system that is capable of recording
changes in the accounting equation, without requiring that the accounting equation be
rewritten every time. The response to this challenge is to record transactions in ledger
accounts.

What are ledger accounts?

At its most basic, a ledger account is simply an accounting record (like a page in a book)
where transactions are written down, with a separate ledger account (or page) for each
item in the firm’s records. That is, there will be a ledger account for Bank, and a separate
ledger account for each of Stock, Debtors, Creditors, Loans, Capital, etc. If the business
has 400 items in its reports, it will need 400 ledger accounts. Collectively, this group of
ledger accounts is known as the General Ledger.

Each individual account will record all increases or decreases in that particular item.
For instance, the Bank ledger account will record all movements of cash in and out of
the firm's bank account; the Stock ledger account will record all movements of stock
in and out of the business; the Creditors Ledger account will record all increases and
decreases in what the firm owes to its suppliers.

Each transaction changes at least two items in the accounting equation, so at least
two ledger accounts will need to be changed. By recording each transaction only in the
ledger accounts of the two items that are affected, the changes to the accounting equation
can be recorded without having to rewrite every item in that accounting equation.

The T-form account

AT-form account s created by dividing the page into two columns. The left-hand column
is labelled the debit column (or debit side) and the right-hand column is labelled the
credit column (or credit side). Figure 3.1 shows the format of a T-form account.

Figure 3.1 T-form account

Name of item/account

Debit column/side Credit column/side
(Dr) (Cr)

The word debit’ in this context simply means the left side of a ledger account, and
‘credit’ means the right side of a ledger account; neither one should be thought of as
good or bad. One of these columns will be used to record increases in the value of the
item; the other will be used to record decreases.
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REVIEW QUESTIONS 3.1
1 Explain the role of a ledger account.

2 In reference to ledger accounts, define the following terms:

® General Ledger
e debit side
e credit side.

3.2 DOUBLE-ENTRY RECORDING IN LEDGER ACCOUNTS

There are set rules for recording transactions in ledger accounts, rules that apply the
concepts of double-entry recording and preserve the accounting equation.

Just as every transaction will affect at least two items in the accounting equation,
every transaction will affect at least two ledger accounts. In order to ensure that the
accounting equation remains in balance, the transaction must be recorded in one of
those ledger accounts on the debit side, and in the other on the credit side. The rules
for recording in ledger accounts are shown below.

Double-entry rules

1 Every transaction must be recorded in at least two ledger accounts.

2 Every transaction must be recorded on the debit side of one ledger account
and the credit side of another.

Given that every transaction must be recorded on the debit side of one ledger
account and the credit side of another, the most obvious question is: when are
transactions recorded on the debit side, and when are they recorded on the credit side?
Unfortunately, there is no one answer as it depends on what type of item is in question.
Fortunately, just as a T-form account looks like a Balance Sheet, the rules for recording
in a ledger account follow a similar pattern.

Assets

Asset items appear on the left side of the Balance Sheet, so to record an increase in
an asset record the transaction on the debit side of that ledger account. By the law of
opposites, decreases must be recorded on the credit side.

Bank (Asset)

Decreases are recorded on the
credit side

Increases are recorded on the
debit side

Liabilities and owner’s equity

Liabilities and owner's equity items appear on the right side of the Balance Sheet, so
to record an increase in a liability or owner’s equity record the transaction on the credit
side of that ledger account. By the law of opposites, decreases must be recorded on
the debit side.

Creditors (Liability)

Increases are recorded on the
credit side

Decreases are recorded on the
debit side
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Capital (Owner's Equity)

Increases are recorded on the
credit side

Decreases are recorded on the

debit side

REVIEW QUESTIONS 3.2
1 State the two rules of recording in ledger accounts.
2 Identify on which side of a ledger account a transaction would be recorded
in order to:
increase an asset account
decrease an asset account
increase a liability or owner’s equity account

decrease a liability or owner’s equity account.

3.3 RECORDING LEDGER ENTRIES

Let's examine a simple transaction to see how it would be recorded in ledger accounts.

Jan. 1 Bill Brighton deposited $40 000 of his own funds in a business

bank account to commence business operations as Bright Books.

What ledger entries are required to record this transaction? First, the deposit by the
owner means that the firm's Bank is increasing. Because Bank is an asset, which will
appear on the left side of the Balance Sheet, the $40 000 increase must be recorded
on the left side — the debit side — of this ledger account. This would be described as
debiting the Bank account.

Bank (A)
Date Cross-reference Amount $ Date Cross-reference Amount $
Jan. 1 40 000

At the same time, the fact that the cash has come from the owner means that Capital
is increasing. As an owner’s equity item, Capital would appear on the right side of the
Balance Sheet, so the increase must be recorded on the right side — the credit side — of
the Capital ledger account. This would be described as crediting the Capital account.

Capital (OE)
Date Cross-reference Amount $ Date Cross-reference Amount $
Jan. 1 40 000

One transaction has produced an effect on two different accounts, with one entry
on the debit side (in the Bank account) and one entry on the credit side (in the Capital
account).
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The cross-reference

Note how each entry in this example shows both the date of the transaction and its
amount. It has probably not escaped your attention that there is a gaping hole in each
of the ledger accounts shown — a hole that seems to require an additional piece of
information. (If it had initially escaped your attention, it should be obvious now that it
has been pointed out!)

This space between the date and the amount of each transaction is used to record
what is known as the cross-reference. Because each transaction affects two ledger
accounts at the same time, these accounts are linked. The cross-reference specifies
the link between these two accounts by identifying the other account affected. In the
Bank account, for example, the cross-reference would be ‘Capital’, while in the Capital
account the cross-reference would be ‘Bank’.

The two accounts — with their cross-references now entered — would show:

Bank (A)
Date Cross-reference Amount $| Date Cross-reference Amount $
Jan.1 | Capital 40 000
Capital (OE)
Date Cross-reference Amount $ | Date Cross-reference Amount $
Jan. 1 Bank 40 000

It is the amount (not the cross-reference) that determines whether an account has
been debited or credited. In this example, the $40 000 appears on the left side of the
Bank account, so it is this account that has been debited. The cross-reference ‘Capital’
appears only to show the name of the otheraccount affected by that particular transaction.

More examples

Continuing with the ledger accounts used above, the following transactions would be
recorded in the ledger accounts as follows:

Jan. 2 Purchased $12 000 worth of stock on credit

This transaction will increase Stock (asset) and simultaneously increase Creditors
(liability). Because Stock is an asset (left-hand side of the Balance Sheet), increases must
be recorded on the debit side of the account. Creditors, on the other hand, is a liability
(right-hand side of the Balance Sheet), so increases in this account must be recorded
on the credit side.

(Although it is likely that there will be more than one Stock item, all transactions
affecting Stock will be recorded in the same General Ledger account called ‘Stock
Control’. The same will apply for creditors, which will be recorded in the ‘Creditors
Control" account, and for debtors using the ‘Debtors Control” account.)

Jan.3  Borrowed $20 000 from Sunbank

This transaction increases Bank (asset) via a debit to that account, and also increases
Loan — Sunbank (liability) via a corresponding credit to that account.

Jan. 4 Paid $15 000 cash for a van to use for business deliveries

Although Bank is an asset and would normally appear on the left side of the Balance
Sheet, this transaction actually involves a decrease to that item. This decrease must
therefore be recorded on the credit side of the Bank account. The increase to assets in
the form of the Van would be recorded on the debit side as usual.
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The ledger accounts in the General Ledger would then appear as shown in Figure 3.2.

Figure 3.2 General Ledger accounts

General Ledger

Bank (A)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
Jan.1 | Capital 40 000 Jan.4 | Van 15 000
3 Loan — Sunbank 20 000
Capital (OE)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
Jan. 1 Bank 40 000
Stock Control (A)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
Jan. 2 | Creditors Control 12 000
Creditors Control (L)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
Jan. 2 | Stock Control 12 000
Loan - Sunbank (L)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
Jan.3 | Bank 20 000
Van (A)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
Jan. 4 Bank 15 000

Every transaction has been recorded as a debit entry in one account, and a credit

entry in another account, ensuring that the ledger rules are upheld. As stated before,

these rules are as follows:

e At least two ledger accounts are affected.
e There is a debit entry and a credit entry for every transaction.

3.4

RECORDING RULES FOR REVENUES AND EXPENSES

The ledger rules for recording revenues and expenses can be determined by referring

to their relationship to owner’s equity.

Revenue

Revenue represents an increase in owner's equity (it is, in fact, part of the definition),

so the rules for recording revenue are the same as those for recording an increase in

owner’s equity. Remember, increases in owner's equity are recorded on the credit side,

so to record an increase in revenue, record the transaction on the credit side of the

ledger account. By the law of opposites, decreases must be recorded on the debit side.
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Cash Sales (Revenue)

Decreases are recorded on the Increases are recorded on the
debit side credit side
STUDY TIP
Expenses
Expenses represent a decrease in owner's equity (again, as dictated by the definition
P P ) quity (again, ) y _)' Revenues and expenses
so the rules for recording expenses are the same as those for recording a decrease in S reeslee Gl
owner's equity. Decreases in owner’s equity are recorded on the debit side, so to record opposite sides of the
an increase in expenses, record the transaction on the debit side of the ledger account. |edg.er:.revenues on the
Once again, the law of opposites means decreases must be recorded on the credit side Gl il S eeiees o
gain, PP : the debit side.
Wages (Expense)
Increases are recorded on the Decreases are recorded on the
debit side credit side
Continuing with the earlier example, the following transactions occurred: —
Jan. 5 Received $600 commission from a publisher

6 Paid wages $1 200
These revenue and expense transactions would be recorded in the General Ledger
as is shown in Figure 3.3.

Figure 3.3 General Ledger: recording revenues and expenses

General Ledger

Bank(A)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
Jan. 1 Capital 40 000 Jan.4 | Van 15 000
3 Loan - Sunbank 20 000 6 | Wages 1200
5 Commission Revenue 600

Commission Revenue (R)

Date | Cross-reference Amount $ Date | Cross-reference Amount $
Jan.5 | Bank 600
Wages (E)
Date | Cross-reference Amount $| Date | Cross-reference Amount $
Jan. 6 | Bank 1200

Figure 3.4 (on the next page) summarises how to record an increase or decrease in

each type of ledger account.
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Figure 3.4 Summary of ledger entries
Type of account Increase Decrease
Asset Debit side Credit side
Liability Credit side Debit side
Owner’s Equity Credit side Debit side
Revenue Credit side Debit side
Expense Debit side Credit side

Recording procedure

Until these recording rules become second nature (which they will and, in fact, must), it

may be worthwhile to follow the four simple steps outlined below:

1 Identify the items/accounts affected. (Remember there will be at least two.)
2 Identify what type of accounts they are — A/L/OE/R/E.
3 Identify whether they are increasing or decreasing.

4 Use the table to identify whether the account should be debited or credited.

Analysing Chart

a tool used to identify

the steps for recording
transactions in the General

This procedure can be followed by completing what is known as an Analysing Chart.

Figure 3.5 Analysing Chart

The Analysing Chart for the six transactions described earlier is shown in Figure 3.5.

Ledger

Date Accounts affected Type of Increase/ Debit Credit
account Decrease $ $

Jan. 1 Bank Asset Increase 40 000

Capital Owner’s Equity | Increase 40 000
Jan. 2 | Stock Control Asset Increase 12 000

Creditors Control Liability Increase 12 000
Jan. 3 Bank Asset Increase 20 000

Loan - Sunbank Liability Increase 20 000
Jan.4 | Van Asset Increase 15 000

Bank Asset Decrease 15 000
Jan. 5 Bank Asset Increase 600

Commission Revenue Revenue Increase 600
Jan. 6 | Wages Expense Increase 1200

Bank Asset Decrease 1200

ISBN 978-1-107-64070-2

By convention, the debit entry is shown first, and the second entry is indented slightly
to emphasise that it is the credit entry.

The Analysing Chart is not an accounting record; it is simply a tool you may use until
you learn the ledger entries, like training wheels when you learn to ride a bike. When
you feel that you know the ledger rules — and can balance on your own two wheels — you
can stop using the Analysing Chart and record the transactions straight into the ledger
accounts.
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REVIEW QUESTIONS 3.4
1 Referring to their relationship to owner’s equity, explain why:

® revenue accounts increase on the credit side

* expense accounts increase on the debit side.
2 Draw a table to summarise the rules for recording in ledger accounts.
3 Explain the role of an Analysing Chart.

3.5 SOME CHALLENGING ENTRIES

Opening balances

When ledger accounts are started for a business that has already been trading for some
time, there will be pre-existing balances for items in its reports. These balances must
be entered in the ledger accounts before any new transactions can be recorded. The
normal rules for recording in ledger accounts still apply, such as increase assets on the
debit side, and increase liabilities and owner’s equity on the credit side. However, the
balances in each account will be the product of a number of different transactions, and
thus will not be traceable to one single account. This means that the cross-reference can
be stated as simply ‘Balance’.

i, , EXAMPLE
The assets and equities of Mickelham Frames as at 1 July 2015 were

as follows:
Bank $ 1000 Creditors Control  $ 2000
Stock Control 4 000 Capital - Malloy 20 000
Shelving 17 000

Even when entering opening balances, a proper double entry must still be recorded,
with total debits equalling total credits. Figure 3.6 shows the Analysing Chart to enter
these opening balances.

Figure 3.6 Analysing Chart: opening balances

Date Accounts affected Type of account Increase/ Debit Credit
Decrease $ $

July 1 | Bank Asset Increase 1000
Stock Control Asset Increase 4 000
Shelving Asset Increase 17 000

Creditors Control Liability Increase 2000

Capital Owner's Equity Increase 20 000
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Figure 3.7 shows how these opening balances would be entered in the ledger
accounts.

Figure 3.7 General Ledger: opening balances

General Ledger

Bank (A)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
July 1 Balance 1000

Stock Control (A)

Date | Cross-reference Amount $ Date | Cross-reference Amount $
July 1 Balance 4000
Shelving (A)
Date Cross-reference Amount $ Date | Cross-reference Amount $
July 1 Balance 17 000

Creditors Control (L)

Date Cross-reference Amount $ Date Cross-reference Amount $

July 1 Balance 2000

Capital - Malloy (OE)

STUDY TIP Date | Cross-reference Amount $| Date | Cross-reference Amount $
July 1 Balance 20 000
If the capital figure is
not given, it can always Cash sales (of stock)
be calculated using the
accounting equation: Most of the entries that have been dealt with to date have had only two effects on the
OE=A-L ledger accounts: one debit entry and one credit entry. The sale of stock — whether for

cash or on credit — is more complicated because it requires two double entries.

The simple mechanics of a cash sale involve the business receiving the cash, and the
customer receiving the goods. But the cash and the goods will be valued differently: the
cash will be for the selling price, while the stock will be valued at cost price. In fact, it is
the difference between these two amounts that creates a Gross Profit from the sale. For
example, goods purchased for $320 may be sold for $590 (earning $270 Gross Profit).
Because there are two prices to record, there are two double entries to record.

Figure 3.8 Cash sale of stock

Cash

>

( Customer ) ( Supplier )

€

Goods (stock)
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A cash sale will increase Bank, which must be recorded as a debit to this account.

The credit entry comes from recognising the source of that increase; that is, the Sales
revenue earned. This transaction will be recorded at the selling price.

In addition, a sale of stock will decrease Stock Control (by crediting this account).

In effect, this stock has been consumed, so an expense must be recognised to record
the value of the stock consumed or sold. This expense is called Cost of Sales. This
transaction will be recorded at cost price.

July 7 Sold stock for $590 cash (cost price $320).

Figure 3.9 shows how this sale would be entered in the ledger accounts.

Figure 3.9 Analysing Chart: cash sale

EXAMPLE

Date Accounts affected Type of account | Increase/ Debit Credit
Decrease $ $
July 7 Bank A Increase 590
Sales R Increase 590
Cost of Sales E Increase 320
Stock Control A Decrease 320

When stock is sold, the asset (Stock Control) becomes an expense (Cost of Sales).
In other words, the stock is no longer a future economic benefit, because its value has
been consumed.

The cash sale would be posted to the General Ledger as shown in Figure 3.10.

Figure 3.10 General Ledger: cash sale

General Ledger

Bank (A)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
July 1 Balance 1000
7 Sales 590
Sales (R)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
July 7 | Bank 590
Stock Control (A)
Date | Cross-reference Amount $| Date Cross-reference Amount $
July 1 Balance 4 000 July 7 Cost of Sales 320
Cost of Sales (E)
Date | Cross-reference Amount $| Date Cross-reference Amount $
July 7 | Stock Control 320
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Effect on the accounting equation

A cash sale thus has the following effect on the accounting equation:

Increase/Decrease/No effect Amount $
Assets Increase (increase Bank $590, decrease Stock Control $320) 270
Liabilities No effect
Owner’s Equity | Increase (Sales $590 less Cost of Sales $320 = Profit) 270

Credit sales

A credit sale is one where the customer takes the goods but promises to pay at a
later date. As with a cash sale, a credit sale is revenue because it creates an inflow of
future economic benefits in the form of an increase in assets that leads to an increase
in owner’s equity. The fact that cash has not been received does not mean that a credit
sale is not revenue. The only difference is that for a cash sale, the increase in assets is in
the form of cash (Bank), whereas for a credit sale, the asset is in the form of an amount
owed by debtors (Debtors Control).

EXAMPLE

July 12 Sold goods on credit for $720 (cost price $480)

Figure 3.11 shows how this sale would be entered in the ledger accounts.

Figure 3.11  Analysing Chart: recording a credit sale

Date Accounts affected Type of account Increase/ Debit Credit
Decrease $ $
July 12 | Debtors Control A Increase 720
Sales R Increase 720
Cost of Sales E Increase 480
Stock Control A Decrease 480

Credit sales should be recognised as revenue in the Reporting Period when the sale
is made, because it is at this point that the inflow of future economic benefits — in the
form of the increased amount owed by the debtors — occurs, and as a consequence the
revenue is earned. Failing to include credit sales as revenue would be omitting from the
Income Statement an important and Relevant piece of information.

Effect on the accounting equation

A credit sale thus has the following effect on the accounting equation:

Increase/Decrease/No effect Amount $
Increase (increase Debtors Control $720, decrease Stock
Assets Control $480) 240
Liabilities No effect
Owner’s Equity | Increase (Sales $720 less Cost of Sales $480 = Profit) 240
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Receipts from debtors

The most common error in recording cash received from a debtor is to treat it as
additional revenue, rather than as simply the swapping of one asset (Debtors Control)
for another (Bank). The fact that assets do not increase overall means that a receipt
from a debtor cannot be recorded as revenue: it does not fit the definition. In addition,
recording a receipt from a debtor as revenue would be double-counting: the revenue
was already recorded - as a credit sale — when it was earned; that is, at the point of sale,
when the goods were provided to the customer.

Figure 3.12 shows how this receipt from a debtor would be entered in the ledger
accounts.

July 24 $500 was received from a debtor

Figure 3.12 Analysing Chart: receipt from a debtor

Date Accounts affected Type of account | Increase/ Debit Credit
Decrease $ $
July 24 | Bank A Increase 500
Debtors Control A Decrease 500

The credit sale and the receipt from the debtor would be posted to the General
Ledger as shown in Figure 3.13.

Figure 3.13 General Ledger: credit sale and receipt from a debtor

General Ledger

Bank (A)
Date Cross-reference Amount $ Date | Cross-reference Amount $
July 1 Balance 1000
7 | Sales 590
24 Debtors Control 500
Debtors Control (A)
Date Cross-reference Amount $| Date Cross-reference Amount $
July 1 Balance 3000 July 24 | Bank 500
12 Sales 720
Sales (R)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
July 7 | Bank 590
12 Debtors Control 720
Stock Control (A)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
July 1 Balance 4000 July 7 | Cost of Sales 320
12 | Cost of Sales 480
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Figure 3.13 (cont.) General Ledger: credit sale and receipt from a debtor

Cost of Sales (E)

Date Cross-reference Amount $ Date Cross-reference Amount $
July 7 | Stock Control 320
12 Stock Control 480
Drawings

Drawings represents the value of the assets the owner has withdrawn from the business.
Although it is classified as an owner's equity account, because it records decreases
in owner’s equity, it is in fact a negative owner’s equity account. This account must
therefore be debited when drawings occur. The account to be credited depends on the
asset the owner has withdrawn: if cash has been withdrawn, Bank would be credited to
record the decrease; if stock has been withdrawn, then Stock Control is credited.

EXAMPLE

July 28 Owner withdrew $650 in cash
July 31 Owner took home stock worth $1200

Figure 3.14 shows how these drawings would be entered in the ledger accounts.

Figure 3.14 Analysing Chart: drawings

Date Accounts affected Type of account | Increase/ Debit Credit
Decrease $ $
July 28 | Drawings -OE Increase 650
Bank A Decrease 650
31 | Drawings -OE Increase 1200
Stock Control A Decrease 1200

These entries would be posted to the General Ledger as shown in Figure 3.15.

Figure 3.15 General Ledger: drawings

General Ledger

Bank (A)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
July 1 | Balance 1000 July 28 | Drawings 650
7 | Sales 590
24 | Debtors Control 500
Stock Control (A)
Date | Cross-reference Amount $ Date | Cross-reference Amount $
July 1 | Balance 4 000 July 7 | Cost of Sales 320
12 | Cost of Sales 480
31 Drawings 1200
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Drawings (- OE)

Date Cross-reference Amount $ Date Cross-reference Amount $
July 28 | Bank 650
31 Stock Control 1200

Total drawings — in this case $1 850 ($650 cash and $1 200 worth of stock) — is then
reported in the Balance Sheet under the heading ‘Owner’s equity’, but as a deduction
from Capital, as is shown in Figure 3.16.

Figure 3.16 Balance Sheet: owner’s equity

Balance Sheet (extract) as at 30 June 2015

Owner’s Equity $ $
Capital 30 000
Plus Net Profit 5400
35400
Less Drawings 1850 33550

REVIEW QUESTIONS 3.5
1 Show the debit and credit entries necessary to record:
a cash sale (stock)
a credit sale (of stock)
a receipt from a debtor
cash drawings.

2 Explain why a receipt from a debtor does not increase profit.

3.6 THE TRIAL BALANCE

Once all transactions have been recorded in the General Ledger, it must be checked to
see that the accounting equation still balances; that is, that the total debits equal the total
credits. This check is carried out by presenting a Trial Balance, which is a list of all the
ledger accounts and their balances; the balance being the net amount left in an account.

Footing an account

Footing is the process of calculating the balance of an account, and involves the

following steps:

1 Adding up all the amounts on the debit side, and pencilling the total below the
last debit amount.

2 Adding up all the amounts on the credit side, and pencilling the total below the
last credit amount.

3 Deducting the smaller total from the larger total.

4 Pencilling this figure — the balance — on the side of the larger total, and drawing
a circle around it.

This balance should not be written in the same column as the other amounts, because
this risks inadvertently (and incorrectly) counting it as an entry. The balance should be
written in the cross-reference section to make it clear that it is not an entry, but the
balance of the account. Figure 3.17 shows how the Bank account would be footed:
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footing
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Figure 3.17 Footing an account
Bank (A)
Date Cross-reference Amount $ Date Cross-reference Amount $
March 1 | Balance 12 500 March 3 | Wages 4000
15 | Cash Sales 6 000 12 | Rent 9 000
22 | Debtors Control 3400 25 | Drawings 6 250
21 900 19 250

The balance of the Bank account is $2 650 (on the debit side).
Once all the accounts have been footed, the balances are listed in two columns: one
for Debit balances, and one for Credit balances. The columns are then totalled and — if
the ledger recording is correct — the totals should be the same. Figure 3.18 shows the
Trial Balance for Clack’s Shoe Shop as at 31 March 2015:

Figure 3.18 Trial Balance

CLACK'S SHOE SHOP (PROP. G. CLACK)

Trial Balance as at 31 March 2015

Account Debit Credit
Bank 2 650
Stock Control 24700
Debtors Control 8900
Shop Fittings 33100
Creditors Control 6500
Loan — KH Bank 40 000
Capital — Clack 19 450
Sales 13000
Cost of Sales 5 600
Rent 1500
Wages 2100
Advertising 400
Totals 78 950 78 950

Errors revealed

If the Trial Balance does notbalance, the ledger entries have not been recorded correctly,
perhaps because:
e Two entries have been recorded on the same side of the General Ledger
(for example, two debits or two credits, instead of one debit and one credit).
*  Only one entry has been recorded (for example, one debit entry without a
corresponding credit entry, or vice versa).
e Different amounts have been recorded on each side (for example, $450 on the
debit side, but $4 500 on the credit side).
In this case the entry that has caused the difference between the two totals must be

found, and corrected.
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Errors not revealed

In spite of its benefits, the usefulness of a Trial Balance as a diagnostic tool in detecting
errors is limited; it will only detect errors if total debits do not equal total credits. One
or more of the following errors may be present in the ledger accounts even when the
Trial Balance balances:

e A transaction has been omitted altogether.

® The debit and credit entries have been reversed. (For example, instead of
recording a payment to a creditor by debiting Creditors Control and crediting
Bank, the entry is erroneously recorded as a debit to Bank and a credit to Creditors
Control.)

* The transaction has been recorded in the wrong ledger accounts. (For example,
instead of recording the payment of wages as a debit to the Wages account, the
transaction is incorrectly debited to Rent.)

e An incorrect amount is recorded on both sides of the ledger.

None of these (incorrect) entries would be detected or revealed by a Trial Balance
because each of them still has a matching debit and credit entry. That is, even though
the entry would be wrong, there would still be an amount recorded on the debit side
and an equal amount recorded on the credit side. The Trial Balance is a useful tool, but
it will not detect all the errors that may exist in the ledger.

REVIEW QUESTIONS 3.6

1 State the purpose of a Trial Balance.

2 Referring to ledger accounts, state what is meant by the term ‘footing’.
3 List the steps involved in footing a ledger account.
4

State three errors that will be detected by the preparation of a Trial
Balance.

State four errors that will not be detected by the preparation of a Trial
Balance.

3.7 BALANCING

Footing is an informal process that can be done to any account at any time to determine
its balance. But at the end of the reporting period, asset, liability and owner’s equity
accounts must be formally ruled off, and their balance carried forward to the next period,
so that their balances can be reported in the Balance Sheet.

Balancing procedure

Both footing and balancing involve calculating the balance of an account, but there are

three main differences:

* Balancing is done only at the end of the reporting period.

* Only asset, liability and owner’s equity accounts are balanced. (Revenue and expense
accounts are closed. This will be covered in detail in Chapter 9.)

* Balancing is a more formal process, involving a proper double entry; that is, a debit
and matching credit entry.

STUDY TIP

If the Trial Balance does
not balance, look for a
transaction involving
the amount identified
as the difference, or half
or twice the difference,
and check this entry
first.

balancing

ruling off an asset, liability
or owner'’s equity account
to determine its balance
at the end of the reporting
period and transferring
that balance to the next
reporting period
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STUDY TIP

Compare this ‘balanced’
account with the
footed account in
Figure 3.17. The
balance of the account
is the same, but this
account has been more
formally completed.

CAMBRIDGE VCE ACCOUNTING UNITS 3&4

Steps for balancing

Balancing an account involves the following steps:

1

Total the amounts on each side, and write the larger of these two totals on both
sides. In the example below, the transactions on the debit side add up to $21 900,
and the transactions on the credit side add up to only $19 250, so $21 900 is written
on both sides. This figure should be ‘ruled off’ with a double line to indicate that in
that reporting period there are no more transactions that affect the account. This is
not the balance of the account: it is the total. At this point, the amounts on only one
side — in this case the debit side — will add up to this total of $21900.

Calculate the balance by deducting the total of the smaller side from the total of the
account. In the example, this is,

$21 900 (total) = 19 250 (smaller side) = $2 650 (balance).

Enter this balance as a proper ledger entry with a matching debit and credit above
the total on the smallerside and below the total on the largerside. This entry ‘carries
forward’ the balance from the end of one reporting period to the start of the next.
This is why in the example the date is given as March 31 above the total but as April
1 below.

Figure 3.19 shows the ‘Bank’ account after it has been balanced.

Figure 3.19 ’Balancing’ an account

Bank (A)
Date Cross-reference Amount $ Date Cross-reference Amount $
March 1 | Balance 12500 March 3 | Wages 4 000
15 | Cash Sales 6 000 12 | Rent 9 000
22 | Debtors Control 3400 25 | Drawings 6250
31 Balance 2 650
21 900 21900
April 1 | Balance 2 650

In this example the balance of $2 650 must be recorded on the credit side above the

total so that the credit side equals $21 900. It must then be transferred to the debit side,
but below the total, as the opening balance for the next period (April).

REVIEW QUESTION 3.7
1 List three differences between footing and balancing a ledger account.
2 List the steps involved in balancing a ledger account.

3 Explain why the entries required to balance a ledger account are shown with
different dates.
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WHERE HAVE WE BEEN?

* Aledger account is an accounting record showing all the transactions that affect a particular item.

® The General Ledger is the collective name for the main group of ledger accounts.

¢ The left-hand side of a ledger account is the debit side; the right-hand side is the credit side.

e Every transaction must be recorded in at least two ledger accounts.

e Every transaction must have a debit entry and a credit entry.

e To record an increase in assets or expenses, record the transaction on the debit side.

* To record an increase in liabilities, owner’s equity or revenues, record the transaction on the credit
side.

® The cross-reference specifies the link between two accounts by identifying the other account affected.

e Footing is an informal process to calculate the balance of an account.

e Errors a Trial Balance will reveal: two entries recorded on the same side; only one entry recorded; or
a different amount recorded on each side.

e Errors a Trial Balance will not reveal: a transaction omitted altogether; debit and credit entries
reversed; a transaction recorded in the wrong ledger accounts; or an incorrect amount recorded on
both sides of the ledger.

* Balancing involves ruling off an asset, liability or owner’s equity account to determine its balance at
the end of the current reporting period and transferring that balance to the next reporting period.

EXERCISE 3.1
EXERCISES
RECORDING IN THE GENERAL LEDGER page 28

Jane Green is an ex grounds-keeper who has just gone into business for herself selling
lawn seed, operating under the name Reap and Sow. Her transactions for the first week
of May 2015 are shown below:

May 1 Contributed $40 000 cash to commence business
2 Rented a small office, paying $500 rent for May 2015
3 Purchased stock worth $8 000 on credit from Lush Lawnseed
4 Paid $3 000 for office furniture
5  Paid $150 for advertising in the local paper
6 Jane contributed to the business her personal computer (agreed value $1 200)
Required

a Prepare an Analysing Chart to show the double entry required to record each entry
in the General Ledger of Reap and Sow.

b Record the transactions for the first six days of May 2015 in the General Ledger of
Reap and Sow.

¢ Referring to one accounting principle, explain why the transaction on 6 May 2015
must be recorded in the accounts of the business.
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EXERCISE 3.2
page 30
RECORDING IN THE GENERAL LEDGER
Phil Meecup just commenced business as Quick Perk, a company that sells coffee
machines. The following transactions occurred during the first week of November 2015:
Nov. 1 Phil contributed $25 000 cash to commence business
2 Purchased premises for $140 000 using a mortgage from the Bank of RLM
3 Purchased stock worth $50 000 on credit from NewCaffe Supplies
4 Paid wages to office manager $1 900
5  Phil withdrew $1 000 cash for personal use
6  Paid $4 000 for advertising that will not begin until December 2015
7 Paid NewCaffe Supplies $1 500
Required
a Prepare an Analysing Chart to show the double entry required to record each entry
in the General Ledger of Quick Perk.
b Record the transactions for the first week of November 2015 in the General Ledger
of Quick Perk.
¢ Referring to the definitions, explain why the advertising should be recognised as
a current asset as at 7 November 2015.
EXERCISE 3.3
page 32
CASH SALES IN THE GENERAL LEDGER
Melita Anogra just opened Melita Mows, a shop specialising in the sale of mowers.
The firm’s transactions for the first week of January 2015 showed the following:
Jan. 1 Contributed capital to commence business — $15 000 cash and one vehicle
$22 000 (agreed value)
2 Paid rent of $600 for January 2015
3 Purchased stock on credit for $45 000 from Havanna Mowers
4 Sold one mower for $700 cash (cost price $500)
5 Paid wages of assistant $150
6 Sold two mowers for $700 cash each (cost price $500)
7 Paid $2 500 to Havanna Mowers
Required
a Explain why the vehicle contributed on 1 January 2015 must be valued at its agreed
value.
b Prepare an Analysing Chart to show the double entry required to record each entry
in the General Ledger of Melita Mows.
¢ Record the transactions for the first week of January 2015 in the General Ledger of
Melita Mows.
d State the effect on the accounting equation of the transaction on 4 January 2015.
e Calculate Gross Profit for Melita Mows for the first week of January 2015.
EXERCISE 3.4
page 35
CASH AND CREDIT SALES IN THE
GENERAL LEDGER
Kim Swood just opened her own spare parts shop called Monaro Motors. Transactions
for August 2015 showed the following:
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Aug. 1 Capital contribution of $10 000 stock (agreed value) and $30 000 cash
Purchased premises worth $150 000 paying a $10 000 cash deposit with
the balance funded by a mortgage from QV Bank

Cash sale of parts for $400 (cost price $200)

Paid $2 500 cash to Wilson Fittings for shelving

Purchased stock on credit from HolFord Parts for $2 600

Sold parts on credit to Lemon Rentals for $900 (cost price $450)

Paid wages of apprentice $600

Kim Swood took home stock worth $1 500

Received $500 cash from Lemon Rentals

N

O 00 NONU1T W

Required

a Prepare an Analysing Chart to show the double entry required to record each
transaction in the General Ledger of Monaro Motors.

Record the transactions for August 2015 in the General Ledger of Monaro Motors.
Foot the accounts and prepare a Trial Balance as at 9 August 2015.

State one error that would cause the Trial Balance to not balance.

o o n o

Referring to the definitions, explain why the receipt of cash from Lemon Rentals on
9 August 2015 should not be reported as revenue.

State the effect on the accounting equation of Monaro Motors if the transaction on
6 August 2015 had not been recorded.

—-—

EXERCISE 3.5 page 39

OPENING BALANCES IN THE
GENERAL LEDGER

Finoula O'Riley owns a small shop called Hot Doggies that sells dog-grooming products.

Finoula has been operating for three years, but on 1 June 2015 decided to adopt a
double-entry recording system. Her opening account balances on 1 June 2015 were
Bank $1 500, Stock Control $5 000, Debtors Control $8 000, Shelving $16 000 and
Capital — O'Riley $30 500.

Transactions for June 2015 showed the following:

June 1 Received $2 000 cash from a debtor (Lynx) for stock sold in May 2015

2 Finoula contributed her laptop to the business (agreed value $2 500)
3 Stock was sold on credit to Allendale Kennels for $1 000 (cost price $650)
4 Paid wages $900
5 Purchased stock worth $1 900 on credit from Laminar Products
6 Cash sales of $120 (cost price $80)
7  Received $500 from Allendale Kennels
8  Purchased extra shelving for $3 200 cash
9  Cash sales of $230 (cost price $150)

10 Paid $70 for repairs to some of the old shelving

11 Stock was sold on credit to Joanie’s Dog Wash for $500 (cost price $380)

12 Paid wages $900

Required

a Record the opening balances in the General Ledger of Hot Doggies.

b Record the transactions for June 2015 in the General Ledger of Hot Doggies.

¢ Referring to one accounting principle, explain why the cash received from Lynx on
1 June 2015 should not be reported as revenue for June 2015.

d State the purpose of a Trial Balance.

e Foot the accounts and prepare a Trial Balance for Hot Doggies as at 12 June 2015.
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EXERCISE 3.6

OPENING BALANCES IN THE
GENERAL LEDGER

page 43

Paul McMartin is the owner/operator of Bright Camping, a business that sells camping
gear. On 1 October 2015, Paul decided to adopt a double-entry recording system. The
firm’s balances on that date were as follows: Stock Control $70 000, Debtors Control
$34 000, Shop Fittings $17 000, Premises $100 000, Loan — Highland Bank $90 000,
Creditors Control $51 000 and Bank Overdraft $1 000.

The transactions for October 2015 were as follows:

Oct. 1 Soldstockon creditto Sleepy Hollow Caravan Park for $10 000 (cost price $5 000)
2 Purchased new shop fittings for $5 000 — 10% paid in cash with the remainder
financed by a short-term loan from Punkah Credit Co.
3 Received $8 000 cash from a debtor (Milawa Adventures)
4 Cash sales of $2 000 (cost price $1 000)
5  Paul paid $130 for the firm’s advertising using a personal cheque
6 Purchased stock on credit from Hardy Camp Gear for $12 000
7  Paid wages of $700
8  Received $4 000 cash from Sleepy Hollow
9  Sold stock on credit to High Peak Adventures for $3 500 (cost price $1 750)
10 Paid $7 000 to a creditor — Jillaroo’s Choice
Required
a Record the opening balances in the General Ledger of Bright Camping.
b Record the transactions for October 2015 in the General Ledger of Bright Camping.
¢ Explain the importance of a cross-reference when recording transactions in ledger
accounts.
d Foot the accounts and prepare a Trial Balance for Bright Camping as at 10 October
2015.
e State two errors in the General Ledger that will not be detected by a Trial Balance.

EXERCISE 3.7
IDENTIFYING TRANSACTIONS

page 47

Mira Van Sanden is a photographer who owns and operates a shop in Melbourne
called Perfect Photographs. The firm’s General Ledger for December 2015 showed the

following:
Bank (A)
Date Cross-reference Amount $ Date Cross-reference Amount $
Dec. 1 | Balance 1000 Dec. 3 | Office Equipment 100
2 | Sales 900 6 | Repairs 150
7 | Debtors Control 300
Stock Control (A)
Date Cross-reference Amount $ Date Cross-reference Amount $
Dec. 1 | Balance 5000 Dec. 2 | Cost of Sales 600
8 | Creditors Control 800 5 | Cost of Sales 400
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CHAPTER 3 THE GENERAL LEDGER

Debtors Control (A)

Date Cross-reference Amount $ Date Cross-reference Amount $
Dec. 1 | Balance 1700 Dec. 7 | Bank 300
5 | Sales 600
Office Equipment (A)
Date Cross-reference Amount $ Date Cross-reference Amount $
Dec. 1 | Balance 4 000 Dec. 4 | Drawings 250
3 | Bank 100
Creditors Control (L)
Date Cross-reference Amount $ Date Cross-reference Amount $
Dec. 1 | Balance 1100
8 | Stock Control 800
Capital (OE)
Date Cross-reference Amount $ Date Cross-reference Amount $
Dec. 1 | Balance 10 600
Sales (R)
Date Cross-reference Amount $ Date Cross-reference Amount $
Dec. 2 | Bank 900
5 | Debtors Control 600
Drawings (- OE)
Date Cross-reference Amount $ Date Cross-reference Amount $
Dec. 4 | Office Equipment 250
Cost of Sales (E)
Date Cross-reference Amount $ Date Cross-reference Amount $
Dec. 2 | Stock Control 600
5 | Stock Control 400
Repairs (E)
Date Cross-reference Amount $ Date Cross-reference Amount $
Dec. 6 | Bank 150
Required

a Using the General Ledger, describe each transaction (in date order).

b Calculate the rate of mark-up that is applied to stock.

* ¢ Prepare a Trial Balance for Perfect Photographs as at 8 December 2015.

ISBN 978-1-107-64070-2
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On 9 December 2015, Mira paid $200 for office expenses. The transaction was
posted into the General Ledger as follows:
Ledger account Debit $ Credit $
Office Equipment 200
Bank 200
d State whether the Trial Balance would identify this error. Justify your answer.
e State the effect on the accounting equation of Perfect Photographs if this error
was not corrected.
f Show the debit and credit entries necessary to correct this error.
EXERCISE 3.8
[MJ page 49
TRANSACTIONS TO REPORTS
Turning Points is a firm that sells exercise machinery. Its owner, Tracey Nicole, has
decided to adopt a double-entry recording system. At 1 July 2015, the firm’s assets and
liabilities were as follows:
Bank $ 1200
Stock Control 52 000
Debtors Control 2000
Office Equipment 10 900
Premises 190 000
Creditors Control 7 500
Mortgage — JH Finance 85000
The firm’s transactions for July 2015 showed the following:
July 1 Cash sale to R. Donnegan (cost price $400) $ 800
3 Paid for electricity 450
6 Credit sales to Lowdown Gym (cost price $2 700) 5 400
7  Purchased stock on credit from Havilland Machines 4000
9  Paid wages 500
11 Credit sales to St Martin's Hospital (cost price $3 500) 7 000
14 Received cash from Walkers’ World for goods sold in June 2015 1600
17 Paid cash to Havilland Machines 1 000
19 Made monthly payment on mortgage (including $200 interest) 700
20  Tracey took home an exercise machine for her son 600
23 Paid wages 500
25  Cash sale to J. Notts (cost price $290) 580
27  Received cash from Lowdown Gym 5400
31 Paid in advance for six months’ advertising, which will begin 6 000
in August 2015
Required
a Calculate Tracey's capital as at 1 July 2015.
b Record the opening balances in the General Ledger of Turning Points.
¢ Record the transactions for July 2015 in the General Ledger of Turning Points.
* d Balance the accounts (where appropriate) and prepare a Trial Balance as at 31 July 2015.
e State the effect on the accounting equation of Turning Points if the transaction on 20
July 2015 was not recorded.
f Referring to one accounting principle, explain why the transaction on 14 July 2015 is
not considered to be revenue for July 2015.
% 9 Prepare an Income Statement for Turning Points for July 2015.
* h Prepare a classified Balance Sheet for Turning Points as at 31 July 2015.

Referring to one qualitative characteristic, explain why the advertising must be
reported in the Balance Sheet as at 31 July 2015.
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Where are we headed?
After completing this chapter,
you should be able to:

e explain the effect of the
Goods and Services Tax (GST)
on the accounting system of a
small business

e explain the role of the GST
Clearing account

¢ explain the circumstances in
which a GST refund and GST
settlement will occur

* explain the role of source
documents in the accounting
process, including their
relationship to the accounting
principles and qualitative
characteristics

* identify and record
transactions verified by a:

— cash receipt
— cheque butt
— sales invoice
— purchase invoice

— memo.

e identify and explain the role

of a statement of account and
an order form

identify the effect of GST on
the recording of cash and
credit sales and purchases,
and on the accounting
equation

report GST Clearing in the
Balance Sheet.

THE GOODS AND
SERVICES TAX

GST

KEY TERMS

After completing this chapter, you should be familiar

with the following terms:

e Goods and
Services Tax (GST)

¢ source documents
e cash receipt
e cheque butt

e sales invoice

* purchase invoice

* memo

e statement of account

e order form.
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Goods and Services Tax
(GST)

a 10% tax levied by the
federal government on
most purchases of goods
(excluding fresh food)
and services

CAMBRIDGE VCE ACCOUNTING UNITS 3&4

4.1 THE GOODS AND SERVICES TAX (GST)

The introduction of the Goods and Services Tax (GST) in July 2000 meant that in addition
to being trading operations, a number of small businesses became tax collectors for the
Australian Tax Office (ATO). Under the GST — which applies to most goods (except fresh
food) and services — the federal government charges consumers a tax of 10% of the
price of whatever they have purchased. This means the business that sells the good/
service must charge and collect from the customer the selling price plus an amount for
GST. The GST amount is then transferred to the ATO by the business at a later date.

When a business charges its customers GST, it does so on behalf of the government.
As a result, any GST on sales creates a liability — an amount of GST owed to the ATO.
If the business has been charged any GST by its suppliers, it is allowed to deduct this
GST on purchases from its GST liability. The GST on its purchases will be forwarded to
the ATO by the firm’'s suppliers, so it is treated as if the business had actually paid the
GST straight to the government.

At the end of the period, the business must calculate how much GST overall it owes
to the ATO, or whether it is owed a refund by the ATO. This means the accounting
system must be capable of identifying, recording and reporting for the effects of GST.

Recording GST

All transactions involving GST are recorded in a new ledger account called ‘GST
Clearing’, which can either be a current liability or a current asset.

GST liability

Because selling prices are usually higher than cost prices, in most cases the GST on
sales will be greater than the GST on purchases, so the business will have a current
liability in relation to GST. This means that, overall, the business will owe GST to the
ATO, which it will pay when it makes a GST settlement.

GST asset

If the business makes a bulk order of stock (which it has not sold) or purchases an
expensive non-current asset, then its GST on purchases could be greater than its GST
on sales, so the business will have a current asset in relation to GST. This means the
business will be owed GST by the ATO, which it will receive in the form of a GST refund.

REVIEW QUESTIONS 4.1
Define the term ‘Goods and Services Tax (GST)'.
Explain why GST on sales creates a GST liability.
Explain why GST on purchases leads to a reduction in any GST liability.
State the role of the GST Clearing account.

Explain why most small business will end up with a GST liability at the end

of the period.
State two ways a small business could end up being owed a GST refund by
the ATO.
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CHAPTER 4 THE GOODS AND SERVICES TAX (GST)

4.2 SOURCE DOCUMENTS

The exercises in Chapter 3 (involving recording transactions in the ledger) were generally
presented as a list, with the date and details of the transaction spelt out clearly. This
is not a luxury afforded to bookkeepers in real businesses. In a functioning business,

the information would be contained on the source documents, and part of the job of source documents
the bookkeeper would be to sort the documents, and decipher the information they printed or electronic
contain. y do;umentshthat
. . . . rovide evidence that a
Source documents come in a variety of shapes and sizes, but have in common one P .

) ] ) ] ] transaction has occurred,
essential quality: they provide the evidence, or proof, that a transaction has occurred. and the details of the
In fact, source documents are the first stage in the accounting process (see Figure 4.1), transaction itself

and provide the facts and details on which all subsequent accounting information will
be based.

Figure 4.1 The accounting process

Source documents Records Reports

Because source documents provide the evidence of the details of every transaction,
they are integral in ensuring that accounting reports contain information that is reliable,
or free from errors, bias and subjectivity.

Source documents and the GST

Because of the GST, source documents must include the following information:
e the words ‘tax invoice’ stated clearly
e the name of the seller
e the Australian Business Number (ABN) of the seller
e the date of the transaction
* adescription of the good/service provided
* the price of the transaction, including the GST
e the amount of the GST.
Sales of more than $1 000 must also show the name, and address or ABN of the
buyer. Without these details, the source documents cannot be used to substantiate GST
transactions, and the business may end up paying to the ATO more GST than is required.

Calculating GST
Although a tax invoice must specify the amount of the GST, it is still useful to understand
the relationship between:
* the selling price of the good/service (excluding GST)
e the GST itself
* the total price of the transaction (including GST).
In its simplest form, GST is calculated as 10% of the selling price, and added to the
selling price to determine the total price, as shown in Figure 4.2:

STUDY TIP

Figure 4.2 Calculating GST and total price (including GST)

Selling orice + GST _ Total price .
gp (selling price x 10%) (including GST) Use th'% methodl when
a question says ‘plus
GST".
Example $350 + $35 = $385
ISBN 978-1-107-64070-2 © Anthony SImmons, Richard Hardy 2012 Cambridge University Press
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STUDY TIP

Use this method

when a question says
‘including GST".

cash receipt
a source document used
to verify cash received

EXAMPLE

CAMBRIDGE VCE ACCOUNTING UNITS 3&4

At other times, it may be necessary to work backwards from the total price, to
determine either the GST ('/,, of the total price) or the selling price ('%/,, of the total
price). Figure 4.3 shows this relationship:

Figure 4.3 Calculating GST or selling price from total price

Total price _ Selling price + GST
(including GST) ("%/,, of total price) ('/,, of total price)
Example $385 = $350 + $35

REVIEW QUESTIONS 4.2
Referring to one qualitative characteristic, explain the role of source

documents in the accounting process

List the information that must be shown on a source document that includes
GST.

Show how the GST will affect the calculation of:

* total price when given selling price

¢ selling price/GST when given total price.

4.3 CASH INFLOWS AND CASH RECEIPTS

When cash is received, the business will issue a cash receipt to the customer, and keep
a copy of the receipt for its own records. The cash receipt can be hand-written, or
generated electronically or by a cash register. Some smaller businesses will not issue an
individualised receipt to every customer, preferring instead to issue only a cash register
receipt, and rely on the summary generated by the register to verify the cash received
in a single day’s trading. Regardless of the type of receipt issued, it should contain
all the information necessary to account for the GST, plus a receipt number for easy
identification and verification.

Cash sales and the GST

At the time a cash sale is made, the business will receive the cash for the goods, plus
the GST on the sale, and this must be documented on a cash receipt. The GST does not
affect the sales revenue earned, or the cost of the stock sold; instead, it is an additional
amount collected on behalf of, and therefore owed to, the ATO.

On 7 April 2015, Snaps Photographic Equipment sold a Menolta
camera to J. Mortlock for $400 plus $40 GST (Rec. 17). The camera
had a cost price of $250.
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The cash receipt that provides evidence of this cash sale is shown in Figure 4.4.

Figure 4.4 Cash receipt (hand-written): cash sale

‘ Snaps Photographic
Equipment 22 Grace st, Essendon VIC 3041 TAX INVOICE

ABN: 11 049 411 049

F/4/2015 Receipt: 17

Received from: ). Mortlock

The sum of: Four hundred dollars plus
forty dollars ST

Being for: cash sale — Mewolta camera
Amount: $£440.00

Signed: - Buckley

Such a receipt could easily be generated electronically, as is shown in Figure 4.5.

Figure 4.5 Cash receipt (electronically generated): cash sale

Snaps Photographic
Equipment 22 Grace st, Essendon VIC 3041 TAX INVOICE

ABN: 11 049 411 049

Date: 7/4/2015 Receipt: 17

Received from: J. Mortlock

For: Cash sale of 1 Menolta camera
Amount: $440.00 (incl. $40.00 GST)
e Pa__ .
ISBN 978-1-107-64070-2 © Anthony SImmons, Richard Hardy 2012
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Exactly the same information is provided on both versions:
e the words tax invoice’
e the date of the transaction (7/4/2015)
* the receipt number (17)
e the name and ABN of the seller (Snaps Photographic Equipment, 11 049 411 049)
* adescription of what has been sold (one Menolta camera)
e the selling price inclusive of the GST ($440). This is the amount of cash received.
* the amount of the GST ($40). This means the selling price of the camera is $400.
Note that the cost price of the sale ($250) is not shown because we do not want to
disclose our mark-up to the buyer!

Identifying sales revenue

Both of the preceding documents identify the total cash of $440 that Snaps Photographic
Equipment has received from the customer. Because the total cash received includes
$40 GST on the sale (which is collected on behalf of, and therefore owed to, the ATO),
not all of this $440 can be recorded as sales revenue: only $400 can be counted as sales
revenue earned by Snaps Photographic Equipment.

This sales revenue figure is identified differently in the preceding documents.
Whereas Figure 4.4 separately identifies the sales revenue of $400, in Figure 4.5 this
amount must be calculated by deducting the GST ($40) from the total amount received
($440).

Recording a cash sale with GST

Had we recorded the cash sale of the camera without GST, the debits and credits in the
ledger accounts would have been:

DR Bank $400
CR Cash Sales 400
DR Cost of Sales 250
CR Stock Control 250

Now that GST is involved, the process to record a cash sale in the ledger must be
amended, but only a little. The cost price of the sale is not affected at all, and neither is
the amount of sales revenue earned. However, the amount debited to Bank will increase,
because the business will receive not only the $400 for the sale, but also $40 GST. As a
result, the debits and credits to record a cash sale with GST would be:

DR Bank $440
CR Cash Sales 400
CR GST Clearing 40
DR Cost of Sales 250
CR Stock Control 250

© Anthony SImmons, Richard Hardy 2012 Cambridge University Press



CHAPTER 4 THE GOODS AND SERVICES TAX (GST)

This entry would be recorded in the General Ledger as shown in Figure 4.6.

Figure 4.6 General Ledger: recording a cash sale with GST

General Ledger

Bank (A)
Date Cross-reference Amount $ Date | Cross-reference Amount $
April 1 | Balance 1000
7 | Sales/GST Clearing 440
Sales (R)
Date Cross-reference Amount $| Date Cross-reference Amount $
April 7 | Bank 400

GST Clearing (A or L)

Date Cross-reference Amount $ Date Cross-reference Amount $

April 7 | Bank 40

Stock Control (A)

Date Cross-reference Amount $| Date Cross-reference Amount $
April 1 | Balance 15 000 April 7 | Cost of Sales 250
Cost of Sales (E)
Date Cross-reference Amount $| Date Cross-reference Amount $
April 7 | Stock Control 250

The cross-reference in the Bank account refers to both Sales and GST Clearing,
because the cash received consists of part sales and part GST. The entry on the credit
side of the GST Clearing account shows the liability owed to the ATO for the tax
collected by the business, which the business must forward to the ATO at some time in
the future.

Effect on the accounting equation

A cash sale with GST has the following effect on the accounting equation:

Increase/Decrease/No effect Amount $
Assets Increase (increase Bank $440, decrease Stock Control 190
$250)
Liabilities Increase (GST Clearing) 40
Owner’s Equity | Increase (Sales $400 less Cost of Sales $250 = Profit) 150

Other cash inflows

Cash receipts should be issued every time cash is received, whether it is for a cash sale, a
receipt from a debtor, a capital contribution or some other source. The only exceptions
are when cash is deposited directly into the business’s bank account, in which case the
source document might simply be the bank statement.
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Figure 4.7 shows the cash receipt to provide evidence of a receipt from a debtor:

‘ Snaps Photographic
Equipment 22Grace st, Essendon VIC 3041 TAX INVOICE

ABN: 11 049 411 049

Date: 30th April 2015 Receipt: 99
Received from: Moondance Club

For: Settlement of account

Amount: $2 000.00

Figure 4.7 Cash receipt: receipt from a debtor

In this case, the reason for the receipt refers to ‘settlement of account’, indicating
that the cash has been received from a debtor (Moondance Club) to settle the amount
STUDY TIP outstanding. It is also important to identify the name of the debtor from whom the cash
is received. (This allows the transaction to be recorded in the Debtors Ledger. This will
be explained in Chapter 5.)

In the VCE_ Accounting There is no GST to account for when cash is received from a debtor, because the
Study Design,
transactions that are o ) , i , i )
subject to GST will a debtor is just one of the cash inflows that is not subject to GST, with others including:
be identified, but the ® interest revenue

amount may not be. o

GST is recognised and reported only at the time sales are made. In fact, a receipt from

capital contributions
* J|oans.

REVIEW QUESTIONS 4.3
State the source document used to verify cash received.
Show the debit and credit entries necessary to record a cash sale with GST.
Explain why the GST received on a cash sale increases the GST liability.

List three different transactions for which a cash receipt may be issued.

Explain why there is no GST to account for when cash is received from
a debtor.
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4.4 CASH OUTFLOWS AND CHEQUE BUTTS

Despite the rising prominence of online banking, there are still a number of situations in
which it is necessary, and perhaps even desirable, for a business to pay by cheque. The
main benefits of paying by cheque include:
* security — paying by cheque avoids the risks of carrying large sums of cash, and the
danger of theft this entails
e traceability — cheques must be deposited into a bank account, meaning it is possible
to trace the eventual recipient of the funds
* verifiability — all payments made by cheque are recorded on the cheque butt,
providing a source document to verify the transaction.
As the cheque itself is given as payment, it is the cheque butt that will be retained
by the business as evidence of the cash it has paid. Even if a cheque is cancelled, the
cheque butt should still be completed to verify that the cheque has not been stolen.

Cash payments and the GST

At the time a cash payment is made, the business will pay cash for whatever it is
purchasing, plus the GST on the purchase, and this must be documented on the cheque
butt. The GST paid does not change the value of what is purchased — it will decrease
the GST liability.

On 14 April 2015, Snaps Photographic Equipment paid $1 320 for
12 months’ insurance: $1 200 plus $120 GST (Ch. 245).

The cheque butt that provides evidence of this payment is shown in Figure 4.8.

Figure 4.8 Cheque butt

Pig—e—Bank ABN 49 100 001 222
Australia

-----
-

Bal c/fwd S AN |
S

Deposits $ ....coveveiiiieee, T ST |
J 1

! 1

Amount .7 132000", .................... 1
\‘ 1

\\ I

Balance $.......coooovvveviiiiiiie) Mg 1
N 1

CHQ No. 245 e I
"1

This cheque butt provides all the information we need to record the transaction, but
to satisfy the ATO, we would also need to keep the tax invoice issued by the supplier.

cheque butt
a source document used
to verify cash payments

EXAMPLE
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Recording a cash payment with GST

Had we recorded the cash payment for insurance without GST, the debits and credits in
the ledger accounts would have been:

DR Prepaid Insurance $1 200
CR Bank 1200

Note that the debit entry is to an asset account called Prepaid Insurance. The
insurance is yet to be incurred, so it is a future economic benefit.

With GST involved, the amount of cash paid will increase. The business must pay
$1 200 for the insurance, plus $120 GST. This means Bank will decrease by $1 320 in
total. As a result, the debits and credits to record a cash payment with GST would be:

DR Prepaid Insurance $1 200
DR GST Clearing 120
CR Bank 1320

This entry would be recorded in the General Ledger as is shown in Figure 4.9.

Figure 4.9 General Ledger: cash payment with GST

General Ledger

Bank (A)
Date | Cross-reference Amount $ | Date Cross-reference Amount $
April 1 | Balance 1000 April 14 | Prepaid Insurance/ 1320
7 | Sales/GST Clearing 440 GST Clearing

Prepaid Insurance (A)

Date Cross-reference Amount $ Date Cross-reference Amount $

April 14 | Bank 1200

GST Clearing (A or L)

Date Cross-reference Amount $ Date Cross-reference Amount $

April 14 | Bank 120 April 7 | Bank 40

Once again, the cross-reference in the Bank account refers to both Prepaid Insurance
and GST Clearing as both amounts have been paid. Although the GST is paid to the
supplier (which in this case is AGI Insurance), that supplier is then obliged to forward the
GST to the ATO. This means the business has effectively paid some of its GST liability to
the ATO but via the insurance company. Consequently, the GST paid is debited to the
GST Clearing account to reduce the GST owed to the ATO.

Effect on the accounting equation
This cash payment for Prepaid Insurance with GST has the following effect on the
accounting equation:

Increase/Decrease/No effect Amount $

Decrease (decrease Bank $1320, increase Prepaid

Insurance $1200) 120

Assets

Liabilities Decrease (GST Clearing) 120

Owner's Equity No effect
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CHAPTER 4 THE GOODS AND SERVICES TAX (GST)

Other cash outflows

Cheques should be used to make payments for most cash outflows, such as wages,
insurance, rent, advertising, payments to creditors, and drawings. Figure 4.10 shows the
cheque butt to provide evidence of a payment to a creditor.

Figure 4.10 Cheque butt: payment to a creditor

ABN 49 100 001 222

................ ACCOUNE e
Bal ¢/fWd $....oooooeoeeeeeeen ;,zf.f:.. .....
Deposits $ ..ooevevereeieieieeenne ,l'.l.l. .................
Amoun $E00:00_ L
Balance $.......cccoovvvveeinirienenne ‘.‘.‘.‘.\; ..............

CHQ No. 253 .

~
~
“““““

On a cheque butt, settlement of account indicates that the cash has been paid to
a creditor (in this example, Pentacks Cameras) to settle the amount outstanding. The
name of the creditor to whom the cash was paid will be important when the transaction STUDY TIP
is recorded in the Creditors Ledger (see Chapter 5).

In the same way that there is no GST on a receipt from a debtor, there isno GSTon a
payment to a creditor, because the GST is recognised and reported only at the time the

As with cash receipts,
transactions that are

purchase is made. The list of payments that are not subject to GST includes: subject to GST will
® payments to creditors e council rates be identified, but the
* interest expense e cash drawings amount may not be.

* wages * loan repayments.

Of course, it will not be practical to make all payments by cheque. For instance, most
. s . : STUDY TIP
milk bars would be unwilling to accept a cheque for $3.20 for a 2 litre bottle of milk. In
cases like this, petty cash can be used, but even the establishment of the petty cash
fund should be done by cheque. The other exception would be where cash is deducted Petty cash is not

directly from the business’s bank account (for items such as wages or loan repayments) actually part of this
course — you don't
have to know how to
record it!

and transferred electronically.

REVIEW QUESTIONS 4.4
Explain three reasons why cash payments should be made by cheque.
State the source document used to verify cash paid.
Show the debit and credit entries necessary to record a cash payment with
GST.
Explain why GST paid decreases the GST liability.

List five different transactions for which a cheque butt may be issued.

Explain why there is no GST to account for when cash is paid to a creditor.
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sales invoice

a source document used
to verify a credit sale of
stock

EXAMPLE

STUDY TIP

On an invoice, the
name of the seller
always appears at
the top.

CAMBRIDGE VCE ACCOUNTING UNITS 3&4

4.5 CREDIT SALES

Credit transactions effectively separate a sale or purchase into two transactions: the
exchange of goods occurs first, with the exchange of cash only occurring at some later
date. When stock is sold on credit and the goods are exchanged, the source document
will be a sales invoice. Remember, the GST is recognised and reported at the time
of the sale so the sales invoice must show all the information necessary for it to be
classified as a tax invoice (particularly the amount of the GST), but the GST will not affect
the revenue, expense or profit made on the sale.

Credit sales and the GST

When stock is sold on credit, the customer (debtor) will owe both the amount of the sale
(for the stock) plus the GST on the sale.

On 21 April 2015, Snaps Photographic Equipment sold 5 Menolta
cameras to A. Windley for $400 (plus $40 GST) each (Inv. 34).
Each camera had a cost price of $250.

The sales invoice that provides evidence of this credit sale is shown in Figure 4.11.

Figure 4.11 Sales invoice

‘ Snaps Photographic
Equipment 22 Grace st, Essendon VIC 3041 TAX INVOICE

ABN: 11 049 411 049

Customer: A. WINDLEY 21 April 2015
Lakeside Dve Invoice: 34
Sth Melb. VIC 3205 Terms: 5/7, n/ 30

ABN: 24 653 817 620

Menolta camera 5 400 2 000
GST (10%) 200
\ TOTAL $2 200

Once again, the cost price of the sale (that is, $1 250) is not shown, but the sales
invoice shows that the debtor owes $2 200: $2 000 for five cameras, plus $200 GST.

The credit terms of the sale indicate how long the debtor has to pay and, if a
settlement discount applies, will specify the terms of that discount. In Figure 4.11, the
terms of the sale (5/7, n/30) indicate that the debtor (A. Windley) has 30 days to settle
the debt, but if it is repaid within seven days, a 5% discount will be applied to the total
amount owing.
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Recording a credit sale with GST

Recording a credit sale is very similar to recording a cash sale, the only difference being
that a credit sale takes the form of an increase in Debtors Control (rather than Bank). The
GST does not affect the cost price of the sale or the sales revenue earned, so the ledger
entries to record a credit sale with GST would be:

DR Debtors Control $2 200
CR Credit Sales 2 000
CR GST Clearing 200
DR Cost of Sales 1250
CR Stock Control 1250

This entry would be recorded in the General Ledger as is shown in Figure 4.12.

Figure 4.12 General Ledger: credit sale with GST

General Ledger

Debtors Control (A)

Date Cross-reference Amount $ Date Cross-reference Amount $
April 1 | Balance 6 000
21 | Sales/GST Clearing 2 200
Sales (R)
Date Cross-reference Amount $ Date Cross-reference Amount $
April 7 | Bank 400
21 | Debtors Control 2 000

GST Clearing (A or L)

Date Cross-reference Amount $ | Date Cross-reference Amount $
April 14 | Bank 120 April 7 | Bank 40
21 | Debtors Control 200

Stock Control (A)

Date Cross-reference Amount $ Date Cross-reference Amount $
April 1 | Balance 15 000 April 7 | Cost of Sales 250
21 | Cost of Sales 1250

Cost of Sales (E)

Date Cross-reference Amount $ Date Cross-reference Amount $
April 7 | Stock Control 250
21 | Stock Control 1250

The $2 200 owed by the debtors includes the $2 000 for the sale, plus $200 GST,
so the cross-reference in the Debtors Control account refers to both Sales and GST
Clearing. However, the GST is charged to the debtor on behalf of the ATO, so it is
credited to GST Clearing to increase the liability owed to the ATO.
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purchase invoice

a source document used
to verify a credit purchase
of stock or other items

EXAMPLE

CAMBRIDGE VCE ACCOUNTING UNITS 3&4

Effect on the accounting equation
A credit sale with GST has the following effect on the accounting equation:

Increase/Decrease/No effect Amount $
Assets Increase (increase Debtors Control $2 200, decrease Stock 950
Control $1250)
Liabilities Increase (GST Clearing) 200
Owner's Equity Increase (Sales $2 000 less Cost of Sales $1 250 = Profit) 750

REVIEW QUESTIONS 4.5
State the source document used to verify a credit sale.
Explain what is meant by the terms 5/7, n/30.

Show the debit and credit entries necessary to record a credit sale with GST.
Explain why the GST charged on a credit sale increases Debtors Control.
Explain why the GST charged on a credit sale increases the GST liability.

4.6 CREDIT PURCHASES

When goods are purchased on credit, the supplier will issue a purchase invoice, which
must satisfy the requirements of the ATO to qualify as a GST document. A purchase
invoice will look almost identical to a sales invoice, detailing the same information, but
from a different perspective; this time it will specify not the name of the debtor and the
goods sold, but rather the name of the creditor and the goods purchased.

The purchase invoice that would provide evidence of this credit purchase is shown
in Figure 4.13.

On 28 April 2015, Snaps Photographic Equipment purchased 10
cameras from Pentacks for $270 (plus $27 GST) each (Inv. A16).

Figure 4.13 Purchase invoice

PENTACKS 28 April 2015 r
R N M 41 Kookaburra St, Frankston VIC 3199
Q’ B ABN: 22 098 822 098

STUDY TIP Charge to: Snaps Photographic Equipment

Use the name of the
seller at the top of the
invoice to determine
whether the invoice

Grace St, Essendon VIC 3041
ABN: 11 049 411 049

verifies a credit sale or ‘

credit purchase.

Item | (0], | Unit cost | $
Pentacks 550 Seriescamera 10 270 2700
GST (10%) 270
$ 2970
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In the records of Pentacks, this document would be identified as a sales invoice and
recorded as a credit sale. However, in the records of Snaps Photographic Equipment
(identified where it says ‘Charge to’), this is a purchase invoice, verifying a credit purchase
of stock.

Recording a credit purchase with GST

As a result of a credit purchase, we will owe the supplier for both the stock plus the
GST, but the items are separate: the GST does not affect the cost price of the stock
purchased. The ledger entries to record a credit purchase with GST would thus be:

DR Stock Control $2 700
DR GST Clearing 270
CR Creditors Control 2970

This entry would be recorded in the General Ledger as is shown in Figure 4.14.

Figure 4.14 General Ledger: credit purchase with GST

General Ledger

Stock Control (A)

Date Cross-reference Amount $ Date Cross-reference Amount $
April 1 | Balance 15 000 April 7 | Cost of Sales 250
28 | Creditors Control 2700 21 | Cost of Sales 1250

GST Clearing (A or L)

Date Cross-reference Amount $ Date Cross-reference Amount $
April 14 | Bank 120 April 7 | Bank 40
28 | Creditors Control 270 21 | Debtors Control 200

Creditors Control (L)

Date Cross-reference Amount $ Date Cross-reference Amount $
April 1 | Balance 7 000
28 | Stock Control/ 2970
GST Clearing

The $2 970 owed to creditors includes the $2 700 for the stock, plus $270 GST, so
the cross-reference in the Creditors Control account refers to both Stock Control and
GST Clearing; both accounts are linked to Creditors Control, because the business
owes the creditors both amounts. The GST on the purchase ($270) will reduce the GST
liability to the ATO, and so it is debited to the GST Clearing account.

Effect on the accounting equation

A credit purchase of stock will thus have the following effect on the accounting equation:

STUDY TIP

Although invoices
would be issued for
credit purchases of all

Increase/Decrease/No effect Amount $ items — stock and non-
Assets Increase (Stock Control $2 700) 2700 current assets alike — .
: i Croditors C 1$2970.d Unit 3 only covers credit
e eleas ncrease (increase Creditors Contro , decrease urchases of stock.
Liabilities GST Clearing $270) 2700 p
Owner’s Equity | No effect
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STUDY TIP

Don't panic if the

GST is not yet clear;
Chapters 5 and 6 will
explore GST in detail,
using a range of
examples. This chapter
is only designed to be
an overview.

memo
a source document used
to verify an internal
transaction

CAMBRIDGE VCE ACCOUNTING UNITS 3&4

GST Clearing: summary

The GST Clearing account shows:

e  GST (received) on cash sales

e GST (charged to debtors) on credit sales

* GST (paid) on cash purchases

* GST (charged by creditors) on credit purchases.

If GST on sales is greater than GST on purchases, then GST Clearing will have a
credit balance, and be reported as a current liability. The business will be required to
make a payment to the ATO called a GST settlement. On the other hand, if GST on
purchases is greater than GST on sales, the GST Clearing account will be a current asset
with a debit balance, and the business will be due a GST refund from the ATO.

REVIEW QUESTIONS 4.6

1 State the source document used to verify a credit purchase.

2 Show the debit and credit entries necessary to record a credit purchase of
stock with GST.
Explain the effect on Stock Control of the GST on a credit purchase.
Explain why the GST on a credit purchase decreases the GST liability.
Explain what must occur if the GST Clearing account has a credit balance
at the end of the period.
Explain what must occur if the GST Clearing account has a debit balance

at the end of the period.

4.7 OTHER BUSINESS DOCUMENTS

Memos

Some transactions will not be evidenced by any of the preceding documents, as
they involve neither a sale nor purchase, nor the receipt or payment of cash. These
transactions may include:

® opening, closing, correcting and adjusting entries

e stock losses, gains, write-downs and transfers

e non-cash transactions with the owner

® other non-cash, infrequent transactions.

Each of these transactions is covered in detail later in this text.

These transactions must still be verified by a document, but for the preceding
transactions it will be a document issued from within the firm, called a memorandum
or memo. Memos can be issued for any number of transactions, and so their format
is much more flexible than the other documents discussed so far. Put simply, they will
describe a particular entry, and request that it is recorded. Figure 4.15 shows a common
layout for a memao.
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Figure 4.15 Memo

Snaps Photogra.ph'\c
Equipment
Date: 30 April 2015

From: Stock Room

i t
To: Accounting Departmen

pentacks

. a1 stocktake of
Physical oS

cameras (550 sefries)
20 units on hand.

M. Hillsington
stock Manager

The document is dated and numbered and informs the accounting department that
a stocktake has counted 20 cameras. This figure can then be compared with the stock
cards to check their accuracy, and detect any stock loss or gain, which could then be

recorded in the ledger accounts.

Statements of account

The first, and most important, point to note about a statement of account is that it is statement of account
not evidence of a single transaction with a creditor or debtor, but rather a summary of a a summary of the
number of transactions involving that debtor or creditor over a certain period. Because ~ transactionsa firm has had

it is a list of transactions that have already occurred — and should have already been with a‘partlcular debtcfr/
creditor over a certain

recorded — the statement of account is not a source document that must be recorded. period of time (usually a
Figure 4.16 shows the statement of account from a creditor — Pentacks — for April 2015: month)
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Figure 4.16 Statement of account
: M 41 Kookaburra St, Frankston VIC 3199
B ABN: 22 098 822 098
STATEMENT OF ACCOUNT
Account of: | Snaps Photographic Equipment  For period: April 2015
Grace St, Essendon VIC 3041
Date Details Sales Payments Balance
April 1 Balance 200
8 Inv. AO9 400 600
28 Inv. A16 2970 3570
Paymentreceived:
30 thank you 600 2970
(Ch. 245)
Balance owing:
30 April 2015 $2970
This statement of account summarises the various credit purchases made by Snaps
Photographic Equipment from Pentacks during April 2015, as well as the payments
it made. Each transaction should be checked against the source document that was
issued at the time to check its accuracy — and it may be a reminder to pay the creditor
the balance owing - but no further recording is required when this statement is received.
Order forms
order form Just like statements of account, order forms are a type of source document that do
a document requesting not need to be recorded. Order forms are completed when a business requests stock

the supply of stock or

or other supplies/assets from a supplier, but the transaction does not occur until the
other goods
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Figure 4.17 Order form

Snaps Photographic
EQUIPMENT 22 Grace St, Essendon VIC 3041 ORDER FORM

ABN: 11 049 411 049

Supplier: Menolta Cameras 3 May 2015
55 High St, Armadale VIC 3143

Please supply the following items:

Item Qty

Menolta camera — Model #310 20

Please inform re. delivery date

goods are exchanged. It is only when the goods are received (or, in the case of a sale,
delivered) that the invoice will be sent, and it is the invoice, not the order form, that
must be recorded. An order form is simply a request for items — the items may not be
available, or may not be delivered for some time to come — so it cannot be recorded as
a transaction.

Note how the order form in Figure 4.17 does not specify an amount; the business
ordering the stock (Snaps Photographic Equipment) is not able to set the selling price,
so it cannot specify an amount on the order form. It is also unable to specify the GST,
or that it is a tax invoice. The amount will be specified on the purchase invoice that
accompanies the goods when they are delivered, and it is then that the transaction can
be recorded.

This is not an exhaustive list of business documents, but it illustrates the main
documents that will be used in the VCE Accounting course to verify transactions
and ensure that reports are Reliable; that is, free from bias and error. Other business
documents (including bank statements, pay advice to employees, group certificates, tax
remittances, delivery dockets and statements of superannuation contributions) will be
important in the normal course of business activities, and each and every one of these
documents must be collected, checked, recorded (where necessary) and filed.
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WHERE HAVE WE BEEN?

ISBN 978-1-107-64070-2

The Goods and Services Tax (GST) is a 10% tax levied by the federal government
on most goods and services excluding fresh food.

GST on sales is owed to the government, but GST on purchases reduces that
liability.

All GST transactions are summarised in the GST Clearing account, which can be a
current asset or current liability.

If GST on sales is greater than GST on purchases, the business will have a GST
liability, and be required to make a GST settlement.

If GST on purchases is greater than GST on sales, the business will have a GST asset,
and is due a GST refund.

As selling prices are generally higher than cost prices, most firms will end up with a
GST liability.

Source documents provide both the evidence that a transaction has occurred, and
the details of the transaction itself. They ensure the reports are Reliable or free from
error and bias.

Most cash payments should be made by cheque because they are secure, traceable
and verifiable.

When cash is received, the source document will be a cash receipt.

When cash is paid, the source document will be a cheque butt.

When stock is sold on credit, the source document will be a sales invoice.

When stock is purchased on credit, the source document will be a purchase
invoice.

GST is recognised and reported only at the time the purchase or sale is made.
The credit terms of the sale indicate how long the debtor has to pay and, if a
settlement discount applies, will also specify the terms of that discount.

A memo is a source document used to verify an internal transaction.

A statement of account is a summary of the transactions a firm has had with a
particular debtor/creditor over a certain period of time (usually a month).

An order form is simply a request for stock or other supplies/assets from a
supplier.
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EXERCISE 4.1
3 EXERCISES
CASH TRANSACTION page

The following document was found in the office of Hats Off to Hats! The owner, Harry,
applies 100% mark-up to all stock.

555 Mickleham Road
Tullamarine VIC 3043

ABN: 45 983 453 101

Date: 2 November 2015
Receipt no.: &0 (tax tnvolee)
Received from: Cuash sales

The sum of: Two hundred and twenty dollars
Being for: 2 top hats @ $£100 each

Am ount: &+ 200.00

Plus GST: $ 20.00

Total: % 220.00

Signed: Paula Erlana

Required

a Identify the source document above.

b Describe the transaction verified by this document.

¢ Show the debits and credits necessary to record this document in the General
Ledger of Hats Off to Hats!

d Explain why this transaction creates a GST liability for Hats Off to Hats!

e Referring to one qualitative characteristic, explain the role of source documents
in the accounting process.

EXERCISE 4.2 page 57

CASH TRANSACTION

I.C. Redd, the owner of Book Me Danno, found the following document when cleaning

his desk:
Book Me Danno gs-a
Antique and rare books
Puckle St, Moonee Ponds VIC 3039 ABN: 50 505 505 505
Received from: V. Deo Date: 15.8.15
The sum of: Two hundred and seventy dollars
Being for: Settlement of account
Signed: Alex Micari Amount:  $270.00
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Required
a Referring to the preceding document, identify the entity that has received the cash.
b Explain why there is no GST identified in this document.
¢ Show the debit and credit entries necessary to record this transaction in the General
Ledger of Book Me Danno.
d Explain the effect that this transaction has on the profit of Book Me Danno for
August 2015.
EXERCISE 4.3 page 58
CASH TRANSACTION
The following source document was discovered by the manager of Sally’s Shoe Shop:
ABN 63 217 846 199 :
1
1
Dae, LML 2015 :
1
/ 1
To.. COWNLEr Newspaper ... i
1
For AVertISng pald b achvance |
...... $La00pus aSTof $140, |
e i
Bal ¢/fwd $..cooeeie A i
X 1
III I
Deposits $ ....vevevrirrciciciien, SR |
! 1
; 1
Amount $154OOO", .................... I
\ 1
\\\ I
Balance $........cccovvvecininicennd R |
CHQ No. 200 \\\ :
“m-1
Required
a State whether source documents take place at the input, processing or output stage
of the accounting process.
b Identify the source document above, and describe the transaction.
c State two reasons why payments should not be made using cash from the cash
register.
d Show the debit and credit entries necessary to record this transaction in the General
Ledger of Sally’s Shoe Shop.
e State two reasons why this document would not satisfy the requirements of a tax
invoice.
EXERCISE 4.4 page 59
CREDIT TRANSACTION
The accountant for Mentone Music Shop came across this source document in a drawer:
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MUSICAL MAYHEM TAX INVOICE

72 City View Rd Invoice: 480 (Original)
Balwyn VIC 3930 Net 30 days
ABN: 61 363 217 404 8 February 2015
Customer: Mentone Music Shop (ABN: 12 945 362 733)
91 Balcombe Rd, Mentone VIC 3194
Attn: B. Gill
Item Description Qty Unit Cost $
205 Saxophones 15 500 7500
Plus GST 10% 750
Total $| 8250

Required

a ldentify the source document above, and describe the transaction.

b Show the debits and credits necessary to record this transaction in the General
Ledger of Mentone Music Shop.

¢ Explain the effect of this transaction on the GST liability of Mentone Music Shop.

d State the value at which this stock would be reported in the Balance Sheet of
Mentone Music Shop. Justify your answer.

EXERCISE 4.5 page 60

CREDIT TRANSACTION
Alex, the owner of Deco Décor, found the following document under the cash register.
It has not been recorded.

Deco Décor Invoice: 90

Block Arcade Duplicate
Melbourne VIC 3000 Tax invoice
ABN: 98 564 872 575 6/7, n/30

Charge to: Lloyds Country Inn, Ballarat VIC 3350

Date | Details | Qty | Unit Price $ | Total $
May 4 Single bed sheet sets 12 60 720
GST (10%) 72
Total $792
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Required

a
b
c

d

EXERCISE 4.6
STATEMENT OF ACCOUNT

Identify the preceding source document, and describe the transaction.
Explain what is meant by the terms '6/7, n/30".

Given that all sales are marked up by 100%, show the debits and credits necessary
to record this transaction in the General Ledger of Deco Décor.
Explain why this transaction increases the GST liability of Deco Décor.

page 61

The owner of Celtic Sensations has received the following source document in the

mail:
Look of the Irish  suy20s
ABN: 34 221 768 999
110 Main Rd
Greenshorough VIC 3085
STATEMENT OF ACCOUNT ACC: 8613
Statement for: Celtic Sensations ABN: 16 422 031 164
45 Burke Rd, Camberwell VIC 3350
Particulars Debit Credit Balance
June 1 Balance b/fwd 3200
12 Inv. MH 365 1200 4400
24 Thank you — payment 2400 2000
29 Inv. MH 372 1500 3500
Days outstanding Current 30-60 60+
Amount outstanding 2700 800
Please pay any outstanding amounts immediately to ensure continuance of supply
Required
a State the role of a statement of account.
b Explain how Look of the Irish would be reported in the Balance Sheet of Celtic
Sensations.
¢ Explain how Celtic Sensations would be reported in the Balance Sheet of Look of
the Irish.
d

ISBN 978-1-107-64070-2
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Explain how this document should be used by Celtic Sensations to improve the
Reliability of its reports.
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EXERCISE 4.7 page 62

MEMORANDUM

The accountant of Ferris Frames received the following source document in the internal
mail from the manager:

Ferris Frames

Shannon Street
Sunbury VIC 3429

To: The Accountant

Re: $300 worth of stock has
been taken for personal
use.

Signed: A FE/7IS

Required

a ldentify the source document above, and describe the transaction.

b Explain the role of memos in an accounting system.

¢ Referring to one accounting principle, explain why this transaction must be recorded
in the General Ledger of Ferris Frames.

d Show the debits and credits necessary to record this transaction in the General
Ledger of Ferris Frames.

e State the effect on the accounting equation of Ferris Frames if this document was
not recorded.

f State two other types of transaction that would be verified by a memo.
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EXERCISE 4.8 [We] page 64
ORDER FORM o

The Manager of Bev's Photo Shop sent the following document to her supplier Komak:

Bev’s
Photo Shop Purchase Order: 91

Highpoint Centre )
Maribyrnong VIC 3168 29 April 2015

The Photographer’s Friend

Supplier KOM AK
Industrial Lane, Dandenong VIC 3162

Please supply the following:

Qty Photographic supplies

25 Film — Kodak 400

10 Paper — A45 (high gloss)

Please deliver within 7 days

Required

a Explain why order forms are not part of the accounting process.

b Explain why there are no prices listed on this document.

c Referring to the definitions, explain why this document does not lead to the
recognition of an asset in the records of Bev's Photo Shop.

d Name the document that will verify the purchase of the photographic supplies when
they are delivered.
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Where are we headed?

After completing this chapter,
you should be able to:

explain the role of special
journals and the benefits
they bring to the accounting
process

list the four special journals
and identify the transactions
they are used to record
record credit purchases

of stock (with GST) in the
Purchases Journal

post the Purchases Journal
to the General Ledger and
Creditors Ledger

prepare a Creditors Schedule
record credit sales of stock
(with GST) in the Sales
Journal

SPECIAL
JOURNALS 1:
CREDIT JOURNALS

KEY TERMS

post the Sales Journal to the
General Ledger and Debtors
Ledger

prepare a Debtors Schedule
explain the relationship
between control accounts
and the subsidiary ledger
explain the benefits of using
a system of control accounts
and subsidiary ledgers
identify the effect of GST
on the recording of credit
purchases and sales

report GST Clearing in the
Balance Sheet.

After completing this chapter, you should be familiar

with the following terms:

® special journal

e Purchases Journal
e control account

¢ subsidiary ledger
e Sales Journal

e GST settlement
e GST refund.
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5.1 SPECIAL JOURNALS

Ledger accounts are ideal for recording the effect of transactions on individual items
in business reports, but having completed the exercises in Chapter 3, you will know
that recording in ledgers involves a fair deal of repetition. Transactions that occur every
day (such as cash sales, cash payments or purchases of stock on credit) will need to be
recorded in the ledger accounts each day, using exactly the same debit and credit entries.

EXAMPLE , . -
Linen and McCartney is a shop that sells sheets, towels and bed linen. Its

transactions for October were as follows:

Oct.

1

17

22
25

29

Purchased stock on credit from Marks and Co. — $230 plus $23
GST (Inv. B93)

Stock purchased from Walton Traders for $220 including $20
GST (Inv. 13)

Purchased $190 worth of stock (plus $19 GST) from Jackson
Suppliers (Inv. 142)

Bought stock from Highlife Ltd for $320 plus $32 GST (Inv. A17)
Purchased stock on credit from Marks and Co. for $410 plus GST
(Inv. B99)

Stock purchased from Walton Traders for $187 (includes GST)
(Inv. 21)

Each of the transactions above is a credit purchase of stock, and will require exactly
the same debit and credit entries every time it is recorded in the ledger. That is:

DR
DR
CR

Stock Control
GST Clearing

Creditors Control

After recording these transactions in the General Ledger, the accounts would show:

General Ledger

Stock Control (A)

Date Cross-reference Amount $ Date Cross-reference Amount $

Oct. 1 | Creditors Control 230
6 | Creditors Control 200

17 | Creditors Control 190

22 | Creditors Control 320

25 | Creditors Control 410

29 | Creditors Control 170

ISBN 978-1-107-64070-2 © Anthony Simmons, Richard Hardy 2012 Cambridge University Press

Photocopying is restricted under law and this material must not be transferred to another party.
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GST Clearing (A or L)

Date Cross-reference Amount $ Date Cross-reference Amount $
Oct. 1 Creditors Control 23
6 Creditors Control 20
17 | Creditors Control 19
22 | Creditors Control 32
25 Creditors Control 41
29 | Creditors Control 17
Creditors Control (L)
Date Cross-reference Amount $ Date Cross-reference Amount $
Oct. 1 | Stock Control/GST Clearing 253
6 | Stock Control/GST Clearing 220
17 | Stock Control/GST Clearing 209
22 | Stock Control/GST Clearing 352
25 | Stock Control/GST Clearing 451
29 | Stock Control/GST Clearing 187

Although these ledger accounts show only six transactions, the repetition is obvious.
Imagine what these accounts would look like with 30 or 40 credit purchases per month!
Given that there will be a number of transactions that have the same effect on the
General Ledger, it hardly makes sense to repeat the same ledger entries over and over
again. For this reason, special journals are used to summarise similar transactions before
posting the totals to the General Ledger accounts at the end of the month.

Types of special journals

Whereas ledger accounts record all transactions that affect a particular item (such as
Bank, or Creditors Control or Sales), special journals record all transactions of a particular
type. The four most common special journals — and the transactions that they record -
are shown in Figure 5.1.

Figure 5.1 Types of special journals

Journal Transaction

Purchases Journal (PJ) Credit purchases of stock (from creditors)

Sales Journal (SJ) Credit sales of stock (to debtors)

Cash Receipts Journal (CRJ) Cash received (from all sources)

Cash Payments Journal (CPJ) Cash paid (for all uses)

The main purpose of these special journals is to summarise similar transactions so
that totals can be posted to the General Ledger, in the process reducing the number of
ledger entries required and improving the efficiency of the recording system.

While these are the most common special journals, it should be noted that it is up to
each firm to determine which special journals to use, dependent on its own circumstances
and needs. For instance, if credit purchases of stock occur only infrequently, there is no
need for a Purchases Journal. (On the other hand, every firm will have cash transactions,
so these journals are almost indispensable.)
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special journal

an accounting record
that summarises similar
transactions

STUDY TIP

There is ho need to
specify credit in the

title of the Purchases
Journal or Sales Journal,
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CAMBRIDGE VCE ACCOUNTING UNITS 3&4

Any transactions that are unable to be recorded in a special journal must be recorded
in the General Journal, which is used to record all infrequent, non-cash transactions.
(This will be covered in Chapter 7.)

Every transaction must be recorded in a journal before it is posted to the
ledger accounts.

As a result, the journals — special and general — play an additional role of providing
a link between the ledger entries and the source documents that provide the evidence
and details of the transactions themselves.

REVIEW QUESTIONS 5.1
1 List the four special journals, and state the types of transactions they record.
2 Explain the function of a special journal.

3 Explain the function of the General Journal.

4 Explain why not all businesses will use the same special journals.

5.2 THE PURCHASES JOURNAL

As was stated in the previous example of Linen and McCartney, all transactions involving
the purchase of goods on credit have exactly the same debit and credit entries:

DR Stock Control
DR GST Clearing
CR Creditors Control

These transactions can be summarised in a Purchases Journal to allow the total
credit purchases of stock to be posted to the General Ledger accounts at the end of
the month.

Recording in the Purchases Journal
The credit purchases for Linen and McCartney for October are summarised in the

Purchases Journal in Figure 5.2.

Figure 5.2 Purchases Journal

et | Credier e Sk | gon | Crodon
Oct. 1 Marks and Co. B93 230 23 253
6 Walton Traders 13 200 20 220
17 Jackson Suppliers 142 190 19 209
22 Highlife Ltd A17 320 32 352
25 Marks and Co. B99 410 41 451
29 Walton Traders 21 170 17 187
Totals 1520 152 1672
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CHAPTER 5 SPECIAL JOURNALS 1: CREDIT JOURNALS

Notes for recording in the Purchases Journal

1

Date

Although the totals will be posted to the General Ledger only at the end of the
month (that is, on 31 October 2015), the transactions are recorded in the journal
on the date they occur. This date will be very important for the individual creditors’
records.

Creditor

All these transactions will be recorded in one Creditors Control account in the
General Ledger, but because the business has more than one creditor, the journal
must show the name of each individual creditor. A separate record will be maintained
elsewhere for each individual creditor.

Invoice number

In order to ensure Reliability, the source document, which for this journal is a purchase
invoice, must be recorded. If a query arises as to the details of the transaction, it
can be traced back easily to the source document for clarification and verification.
(The purchase invoices listed in the Purchases Journal of Linen and McCartney will
not run in order, because they are issued not by Linen and McCartney, but by their
suppliers, such as Marks and Co. and Walton Traders. Between purchases by Linen
and McCartney, these suppliers will issue invoices to all their other customers.)

Stock Control
Stock Control is the value (cost price) of the stock that has been purchased, excluding
the GST.

GST

This is the GST charged by suppliers on credit purchases, calculated as 10% of the
purchase price, as recorded in the Stock Control column. The GST charged by the
suppliers does not affect the valuation of stock; it simply reduces the GST liability
owed to the ATO, and increases the debt owed to creditors.

Creditors Control

This is the total amount owed to creditors, calculated by adding together the value
of the stock purchased and the GST. We owe the creditor for the stock purchased
and the GST on that stock.

Posting the Purchases Journal to the General Ledger

At the end of the month, the total of the Purchases Journal can be posted to the General
Ledger accounts as is shown in Figure 5.3.

Figure 5.3 General Ledger: posting the Purchases Journal

General Ledger
Stock Control (A)

Date Cross-reference Amount $ Date Cross-reference Amount $
Oct. 1 | Balance 10 000
31 | Creditors Control 1520
GST Clearing (A or L)
Date Cross-reference Amount $ Date Cross-reference | Amount $
Oct. 31 | Creditors Control 152
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control account

an account in the General
Ledger summarising the
transactions recorded in the
subsidiary ledger accounts

subsidiary ledger

an additional set of ledger
accounts kept outside the
General Ledger, recording
individual transactions for
each individual debtor or
creditor
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Figure 5.3 (cont.) General Ledger: posting the Purchases Journal

Creditors Control (L)

Date Cross-reference Amount $ Date Cross-reference Amount $

Oct. 31 | Stock Control/ 1672

GST Clearing

Recording transactions in the Purchases Journal before posting to the General
Ledger has allowed us to record all credit purchases with just one entry, not six, in each
account.

Remember that the cross-reference in the Creditors Control account refers to both
Stock Control and GST Clearing, because both accounts are linked to the amount
recorded in Creditors Control.

In the GST Clearing account, the GST charged by the supplier is recorded on the
debit side, as it reduces any GST liability the business may have accrued. It is treated as
if some GST has already been paid to the ATO. If the GST Clearing account already had
a debit balance, this GST charged by suppliers would increase the value of the asset.

The Purchases Journal is posted to the General Ledger using the column totals
at the end of the month.

REVIEW QUESTIONS 5.2
Explain the role of the Purchases Journal.
State which type of source document is used to verify all transactions recorded
in the Purchases Journal.
Explain the effect on the valuation of stock of GST (charged by suppliers) on
credit purchases.
Referring to the Purchases Journal, state one reason why the amount recorded

in the Creditors Control column is greater than the value of stock purchased.

Show the debit and credit entries necessary to post the Purchases Journal to
the General Ledger.
Explain the effect on the GST Clearing account of GST charged by suppliers
on credit purchases.

5.3 THE CREDITORS (SUBSIDIARY) LEDGER

Although we have recorded the total purchased from creditors, there is at present no
record of the amounts owed to individual creditors. The Purchases Journal was posted
to a control account in the General Ledger called Creditors Control, which summarised
the purchases from all creditors.

The General Ledger account is called Creditors Control, making it clear that it is a
summary account, and further details are recorded elsewhere. In the case of creditors,
the detailed records are kept in a subsidiary ledger called the Creditors Ledger. A
subsidiary ledger is an additional set of ledger accounts, kept outside the General
Ledger. Whereas the General Ledger contains the Creditors Control account, showing a
summary of all transactions affecting creditors as a whole, the Creditors Ledger contains
a separate account for each individual creditor, showing each individual transaction
affecting that creditor’s balance.
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CHAPTER 5 SPECIAL JOURNALS 1: CREDIT JOURNALS

Posting the Purchases Journal to the Creditors Ledger

Although it is still a ledger, the double-entry recording rules are modified somewhat
when posting to the Creditors Ledger. It is in the General Ledger that the double-entry
recording rule — requiring a matching debit and credit entry — must be maintained.
In the Creditors Ledger, all that must be shown are the details; that is, the individual
transactions that together make up the one credit entry in the Creditors Control account.

The Purchases Journal in Figure 5.2 would be posted to the Creditors Ledger as
shown in Figure 5.4.

Figure 5.4 Creditors Ledger: posting the Purchases Journal

Creditors Ledger
Marks and Co. (L)

Date Cross-reference Amount $ Date Cross-reference Amount $
Oct. 1 | Stock Control/GST Clearing 253
25 Stock Control/GST Clearing 451
Walton Traders (L)
Date Cross-reference Amount $ Date Cross-reference Amount $
Oct. 6 | Stock Control/GST Clearing 220
29 | Stock Control/GST Clearing 187
Jackson Suppliers (L)
Date Cross-reference Amount $ Date Cross-reference Amount $
Oct. 17 | Stock Control/GST Clearing 209
Highlife Ltd (L)
Date Cross-reference Amount $ Date Cross-reference Amount $
Oct. 22 | Stock Control/GST Clearing 352

The double entry is maintained in the General Ledger, but in the Creditors Ledger,
each individual creditor's account is credited for the individual transactions that made
up that total, on the date that they occurred.

The Purchases Journal is posted to the Creditors Ledger using the individual
transactions on the date they occur.

The Creditors Schedule

In order to check that the same information has been recorded (albeit in a different
form) in the General Ledger and Creditors Ledger, a Creditors Schedule (or Creditors
Reconciliation) is prepared. This occurs at the end of the month, before the Balance
Sheet is prepared. The Creditors Schedule lists the name and balance of each individual
account in the Creditors Ledger. Figure 5.5 shows the Creditors Schedule for Linen and
McCartney as at 31 October 2015.
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individual accounts in
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Sales Journal

an accounting record
summarising all transactions
involving the sale of stock
on credit during a month

CAMBRIDGE VCE ACCOUNTING UNITS 3&4

Figure 5.5 Creditors Schedule

LINEN AND McCARTNEY
Creditors Schedule as at 31 October 2015

Creditor Balance $
Marks and Co. 704
Walton Traders 407
Jackson Suppliers 209
Highlife Ltd 352
Balance as per Creditors Control account 1672

The total of the Creditors Schedule is calculated by adding together the balances
of the individual creditor accounts in the Creditors Ledger, and this should equal the
balance of the Creditors Control account in the General Ledger. The Creditors Schedule
fulfils a control function by acting as a checking mechanism. Only the balance of the
Creditors Control account of $1 672 will be reported in the Balance Sheet.

Note: In this example, the sum of the balances of the individual creditors accounts
matches not only the balance of the Creditors Control account, but also the total of the
Purchases Journal because no cash payments to creditors have been recorded. It is not
necessary, nor likely, that the Creditors Schedule will equal the total of the Purchases
Journal; it must only match the balance of the Creditors Control account.

REVIEW QUESTIONS 5.3
1 Explain the relationship between the Creditors Control account and the
Creditors Ledger.

State two differences in the way the Purchases Journal is posted to the
Creditors Ledger (as compared to the General Ledger).

State the function of a Creditors Schedule.

Explain how the Creditors Schedule aids in the control of creditors.

5.4 THE SALES JOURNAL AND THE DEBTORS
(SUBSIDIARY) LEDGER

Just as all credit purchases have exactly the same debit and credit entries, so too do all

credit sales:
DR Debtors Control
CR Sales Revenue
CR GST Clearing
and
DR Cost of Sales
CR Stock Control

These transactions can be summarised in a Sales Journal to allow the total credit sales of
stock to be posted to the General Ledger accounts at the end of the month.
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CHAPTER 5 SPECIAL JOURNALS 1: CREDIT JOURNALS

Recording in the Sales Journal

The credit sales for October 2015 for Linen and McCartney are summarised in the Sales
Journal in Figure 5.6.

Figure 5.6 Sales Journal

Date’ Debtor® Invoice Cost of Sales® GST Debtors
number? Sales* Control’
Oct. 2 R. Starr 45 290 450 45 495
6 G. Martin 46 160 300 30 330
14 R. Starr 47 200 380 38 418
20 B. Epstein 48 220 400 40 440
27 G. Martin 49 150 270 27 297
Totals 1020 1800 180 1 980

Notes for recording in the Sales Journal

1

Date

As with the Purchases Journal, transactions are recorded in the Sales Journal on
the date they occur, as this is the date on which they will be posted to the Debtors
Ledger.

Debtor

Whereas credit purchases will increase Creditors Control, credit sales will increase
Debtors Control. In addition, the Sales Journal must show the name of each individual
debtor so that the individual transactions can be posted to the appropriate accounts
in the Debtors Ledger.

Invoice number
Although the invoices will not run in sequence in the Purchases Journal, they will in
the Sales Journal, because they are all issued by the business keeping the journal.

Cost of Sales

The amount listed under Cost of Sales will be the cost price of the stock sold,
excluding any GST. This is the amount that will be posted to record the expense
incurred when stock is sold:

DR $1 020

CR

Cost of Sales (E)

Stock Control (A) 1020

Sales
This is the selling price of the sale, excluding any GST; that is, the amount of sales
revenue earned from the sale.

GST

This is the GST (charged to debtors) on credit sales, calculated as 10% of the price
of the sale (as recorded in the Sales column.) The GST charged does not affect the
amount of revenue earned; it increases the GST liability owed to the ATO, and
increases the amount owed by debtors.

Debtors Control

This is the total amount owed by debtors, calculated by adding together the selling
price of the stock sold and the GST charged. That is, each debtor owes us for the
sale and the GST on that sale.
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Posting the Sales Journal to the General Ledger and Debtors Ledger

The totals of the Sales Journal are posted to the General Ledger accounts at the end of
the month (in this case, 31 October 2015), as is shown in Figure 5.7.

Figure 5.7 General Ledger: posting the Sales Journal

General Ledger

Debtors Control (A)

Date Cross-reference | Amount $ Date Cross-reference Amount $
Oct. 31 | Sales/GST Clearing 1980
Sales (R)
Date Cross-reference | Amount $ Date Cross-reference Amount $
Oct. 31 | Debtors Control 1800
GST Clearing (A or L)
Date Cross-reference | Amount $ Date Cross-reference Amount $
Oct. 31 | Creditors Control 152 Oct. 31 | Debtors Control 180
Stock Control (A)
Date Cross-reference | Amount $ Date Cross-reference Amount $
Oct. 1 | Balance 10 000 Oct. 31 | Cost of Sales 1020
31 | Creditors Control 1520
Cost of Sales (E)
Date Cross-reference | Amount $ Date Cross-reference Amount $
Oct. 31 | Stock Control 1020

Recording transactions in the Sales Journal has reduced the number of debit and
credit entries from 25 (two entries at cost price and three entries at selling price, times
five transactions) to just five in total.

The Sales Journal is posted to the General Ledger using the column totals at
the end of the month.

Posting the Sales Journal to the Debtors Ledger

In contrast to the General Ledger, in which only the totals are posted at the end of
the month, the Debtors Ledger must show each individual credit sale, in the account
of each individual debtor, on the date the transaction actually occurred. As with the
Creditors Ledger, the Debtors Ledger records an additional debit to mirror the debit to
Debtors Control in the General Ledger. This is shown in Figure 5.8.
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Figure 5.8 Debtors Ledger: posting the Sales Journal

Debtors Ledger

R. Starr (A)
Date Cross-reference | Amount $ Date Cross-reference Amount $
Oct. 2 | Sales/GST Clearing 495
14 | Sales/GST Clearing 418
G. Martin (A)
Date Cross-reference | Amount $ Date Cross-reference Amount $
Oct. 6 | Sales/GST Clearing 330
27 | Sales/GST Clearing 297
STUDY TIP
B. Epstein (A)
Date Cross-reference | Amount $ Date Cross-reference Amount $ Whatever entries
Oct. 20 | Sales/GST Clearing 440 appear in a control

account must be
replicated in the

bsidiary ledger,
The Sales Journal is posted to the Debtors Ledger using the individual sbtts.;sli?wrélliv?dn?aelr

transactions on the date they occur. transactions.

The Debtors Schedule

A Debtors Schedule can be prepared to check the accuracy of the posting, following
the same process that was used to produce a Creditors Schedule. Figure 5.9 shows the
Debtors Schedule for Linen and McCartney as at 31 October 2015.

Figure 5.9 Debtors Schedule

LINEN AND McCARTNEY
Debtors Schedule as at 31 October 2015

Debtor Balance $

R. Starr 913

G. Martin 627

B. Epstein 440

Balance as per Debtors Control account 1980
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REVIEW QUESTIONS 5.4
Explain the role of the Sales Journal.
State which type of source document is used to verify all transactions
recorded in the Sales Journal.
Explain the effect on revenue earned of GST charged to debtors on credit
sales.
Referring to the Sales Journal, state one reason why the amount recorded in
the Debtors Control column is greater than sales revenue earned.
Show the debit and credit entries necessary to post the Sales Journal to the
General Ledger.
Explain the effect on the GST Clearing account of GST charged to debtors
on credit sales.

Explain the relationship between the Debtors Control account and the

Debtors Ledger.

State two differences in the way the Sales Journal is posted to the Debtors
Ledger (as compared to the General Ledger).

State the function of a Debtors Schedule.

Explain how the Debtors Schedule aids in the control of debtors.

5.5 REPORTING GST CLEARING

At the end of the reporting period, the GST Clearing account must be balanced, and
reported as either a current asset or a current liability, depending on whether it has a
debit balance or a credit balance. After balancing at the end of October 2015, the GST
Clearing account for Linen and McCartney would show:

GST Clearing (A or L)

Date Cross-reference | Amount $ Date Cross-reference Amount $
Oct. 31 | Creditors Control 152 Oct. 31 | Debtors Control 180
Balance 28
180 180
Nov. 1 | Balance 28

GST settlement

a cash payment made
to the ATO to settle the
liability that occurs when
GST on sales is greater
than GST on purchases

GST refund

a cash receipt from the
ATO to refund the excess
that occurs when GST on
sales is less than GST on
purchases

ISBN 978-1-107-64070-2

The credit balance of $28 indicates that this account is a current liability: GST charged
to debtors on sales ($180) is greater than GST charged by creditors on purchases ($152),
so the business owes $28 to the ATO. GST Clearing would thus be reported in the
Balance Sheet with other current liabilities, such as Bank overdraft and Creditors Control,
as a present obligation the business must meet at some time within the next 12 months,
when it makes a payment to the ATO in the form of a GST settlement.

If the GST on sales had been less than the GST on purchases, the GST Clearing
account would have had a debit balance. This would mean GST Clearing would be
a current asset: a resource controlled by the business from which a future economic
benefit is expected in the next 12 months. GST Clearing would be reported in the
Balance Sheet with other current assets (such as Bank, Stock Control and Debtors
Control) and the business would be due a GST refund from the ATO.
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CHAPTER 5 SPECIAL JOURNALS 1: CREDIT JOURNALS

REVIEW QUESTIONS 5.5

1 Explain how the GST Clearing account may end up with a credit balance.

2 Explain how the GST Clearing account should be reported in the Balance
Sheet if it has a credit balance.
Define the term ‘GST settlement’.
Explain how the GST Clearing account may end up with a debit balance.

Explain how the GST Clearing account should be reported in the Balance
Sheet if it has a debit balance.
Define the term '‘GST refund’.

BENEFITS OF USING CONTROL ACCOUNTS AND
SUBSIDIARY LEDGERS

Although it may seem like more work than simply using a single account in the General
Ledger, using a system of control accounts and subsidiary ledgers is vital in ensuring
that all relevant information is available. The three main benefits of using a system of
control accounts and subsidiary ledgers are:

Double-checking that allows detection of recording errors. The preparation of a
Debtors or Creditors Schedule allows the balance of the control account to be
checked against the sum of the balances of the subsidiary ledger accounts. This
allows for recording errors to be detected and corrected, improving the Reliability
of the balance reported in the Balance Sheet.

Ease of reporting. The single balance for all debtors or creditors (provided by the
control account in the General Ledger, and the Schedule) means that the Balance
Sheet need only report the balance of the control account, rather than list every
individual debtor or creditor, and their individual balances. Omitting these details
gives greater Relevance, as these details would not be useful for the types of
decision-making that rely on the Balance Sheet for information.

Allocation of responsibility. Separating the subsidiary ledger accounts from the
General Ledger means the management of the subsidiary ledger can be allocated
to a particular employee. This employee can then be responsible for managing all
dealings with debtors (such as the assessment of credit worthiness; the issuing of
sales invoices; the collection of receipts from debtors; and the management of bad
debts) or creditors (such as the collection of purchase invoices and timely payment
of creditors). Greater accountability would hopefully improve effectiveness, and
would also leave the senior bookkeeper free to manage the General Ledger.

Thus, using a system that incorporates both subsidiary ledgers and control accounts

has benefits for recording (double-checking), reporting (ease of reporting) and
management (allocation of responsibility).

The alternative would be to include all individual accounts in the General Ledger,

but this would remove the double-checking mechanism, require many figures to be
reported in the Balance Sheet and disallow the allocation of responsibility.
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WHERE HAVE WE BEEN?

* Special journals summarise similar transactions so that totals can be posted to the
General Ledger, which reduces the number of ledger entries required and improves
the efficiency of the recording system.

* The General Journal is used to record all infrequent, non-cash transactions.

® A control account is an account in the General Ledger summarising the transactions
recorded in the subsidiary ledger. Journal totals are posted at the end of the month.

e Asubsidiary ledger is an additional set of ledger accounts kept outside the General
Ledger, containing individual transactions posted on the day they occur.

® A Schedule lists the name and balance of each individual account in the subsidiary
ledger, and should equal the balance of the control account.

* The GST on credit purchases does not affect the valuation of stock; it reduces the
GST liability owed to the ATO and increases the debt owed to creditors.

* The total amount owed to creditors includes the value of the stock purchased and
the GST.

® The GST on credit sales does not affect the amount of revenue earned; it increases
the GST liability owed to the ATO and increases the amount owed by debtors.

* The total amount owed by debtors includes the selling price of the stock sold and
the GST.

* At the end of the reporting period, the GST Clearing account must be balanced,
and reported as either a current asset or a current liability, depending on whether
it has a debit or a credit balance.

e The main benefits from using a system of control accounts and subsidiary ledgers
are detection of recording errors, ease of reporting and allocation of responsibility.

Transaction | Document | Journal General Ledger: Subsidiary ledger:
* totals ¢ individual transactions
¢ end of the month e transaction date
Credit Purchase | Purchases | DR Stock Control
purchases of | invoice Journal DR GST Clearing CR Each individual
stock CR Creditors Control | creditor
Credit sales | Sales Sales DR Debtors Control DR Each individual
of stock invoice Journal CR Sales debtor
CR GST Clearing
DR Cost of Sales
CR Stock Control
ISBN 978-1-107-64070-2 © Anthony Simmons, Richard Hardy 2012 Cambridge University Press

Photocopying is restricted under law and this material must not be transferred to another party.



--...‘;:v
eoS333ss:
®®000cese
CHAPTER 5 SPECIAL JOURNALS 1: CREDIT JOURNALS ®000coes 99
@ O®O0000000000000
@ O OO000000000000¢
EXERCISE 5.1 X EXERCISES

PURCHASES JOURNAL

The following document was handed to the manager of Porcelain Magic, a shop that
sells tea sets and porcelain statues:

Fine Tea China

322-335 Swindle St, Melbourne VIC 3000
ABN: 24 664 237 190

Invoice: S.90 ~— Tax invoice
Terms: 5/7,n/30
Charge to: Porcelain Magic
245 Bulla Rd, Keilor VIC 3043
ABN: 82 100 346 275
Date Details Qty Unit Price $ Total $
4 May 2015 Fine China Tea Sets 10 120 1200
GST (10%) 120
Total $1 320

Required

a ldentify the source document above, and describe the transaction it verifies.

b Record this transaction in the appropriate special journal of Porcelain Magic.

¢ Show the debit and credit entries necessary to record this transaction in the General
Ledger of Porcelain Magic.

d Explain why the GST on credit purchases does not affect the valuation of stock.

EXERCISE 5.2
¢ page 6/

PURCHASES JOURNAL
Phil’s Pianos has provided the following list of transactions for August 2015:

Aug. 3 Purchased 5 grand pianos from Yamaha on credit. Each grand piano cost
$4 000 plus GST of $400 (Inv. Yh3764)
8  Bought 6 upright pianos from Bernstein at a total cost of $6 600 including

$600 GST (Inv. B4801)

15  Purchased 2 standard pianos from Yamaha on credit for $2 000 (plus GST)
each (Inv. Yh3784)

24 Received delivery of 4 grand pianos from Rachman, at a total cost of $17 160
including GST (Inv. R132)

29  Purchased 3 upright pianos from Bernstein at a cost of $1 320 (including GST)
each (Inv. B4816)
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Required
a Explain the role of the Purchases Journal.

* b
c

Record the transactions for August 2015 in the Purchases Journal of Phil’s Pianos.
Post the Purchases Journal to the relevant accounts in the General Ledger of Phil's
Pianos.

Post the Purchases Journal to the relevant accounts in the Creditors Ledger of Phil's
Pianos.

Explain one difference in the way the Purchases Journal is posted to the General
Ledger compared to the way it is posted to the Creditors Ledger.

Explain how using a system of control accounts and subsidiary ledgers can improve
the Reliability of the reports.

EXERCISE 5.3 page 69

PURCHASES JOURNAL
Glow Warm is a lighting store owned by Donald Dimm. As at 1 April 2015:

the General Ledger showed the following balances:

—  GST Clearing $ 1700 CR
- Stock Control 8 000
- Creditors Control 4 070
e the Creditors Ledger showed the following balances:
- Shock Electrics $ 1320
- Bright Lights 2750
Donald has recorded the firm’s credit purchases for April 2015 in the Purchases
Journal:
Purchases Journal
Invoice Stock Creditors
Date Creditor GST
number Control Control
April 5 | Shock Electrics l. 251 2 500 250 2750
15 Bright Lights CX 34 3500 350 3850
19 | Shock Electrics l. 268 2000 200 2200
26 Bright Lights CX 40 4 000 400 4 400
Totals 12 000 1200 13 200

Additional information:

On 30 April 2015, Glow Warm paid $1 320 to Shock Electrics. This was the only payment
to creditors for the month of April.

Required

a
b

d
* e
* f

ISBN 978-1-107-64070-2

Explain why the invoices in the Purchases Journal do not run in sequence.

Post the Purchases Journal to the General Ledger and Creditors Ledger for Glow
Warm.

State the effect of GST on credit purchases on the following items:

e Stock Control

e Creditors Control

e GST Clearing.

Record the payment to Shock Electrics in the General Ledger and Creditors Ledger.
Balance the creditors control account.

Foot the subsidiary ledger accounts and prepare a Creditors Schedule as at

30 April 2015.
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CHAPTER 5 SPECIAL JOURNALS 1: CREDIT JOURNALS

EXERCISE 5.4 page 71

SALES JOURNAL

Pickwick Books is a bookshop in South Melbourne. The following source document was
handed to its accountant by a member of the sales staff:

Additional information:

Pickwick Books applies a 100% mark up to all its stock.

TAXINVOICE
BOOkS ABN: 09 990 656 432
1102 Clarendon St Invoice: 46
South Melbourne VIC 3205 Terms: 30 days
12/ 6/ 15 Duplicate
Charge to: Grant Hugh 19 Cobbam Drive, Glen Waverley VIC 3150
Item Description Qty Unit Cost $
TO1 Children’s Bible 5 50 250.00
GST 25.00
Total $ 275.00
Required

a Identify the source document above, and describe the transaction it verifies.

b Record this transaction in the appropriate special journal of Pickwick Books.

¢ Show the debit and credit entries necessary to record this transaction in the General
Ledger of Pickwick Books.

d Explain why GST charged on credit sales increases the GST liability of Pickwick
Books.

EXERCISE 5.5 page 72

SALES JOURNAL

Polly Junior sells children’s furniture at a 100% mark-up, and has provided the following
list of transactions for September 2015:

Sept. 5  Sold 2 bookcases on credit to Rydell Primary School for $240 (plus $24 GST)
each (Inv. 75)

11 Sold 3 children’s beds to Camp Somerset for $660 including $60 GST per bed
(Inv. 76)

16 Sold 6 desks on credit to Rydell Primary School, charging $900 plus GST (Inv. 77)
23 Sold 4 children’s beds to Camp Somerset for a total invoice price of $2 640
(including GST)

29  Sold 1 bookcase to 123 Playgroup for $240 plus $24 GST (Inv. 79)
Required
a State the invoice number for the transaction on 23 September 2015.

* b Record the transactions for September 2015 in the Sales Journal of Polly Junior.
¢ Post the Sales Journal to the relevant accounts in the General Ledger of Polly Junior.
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d Post the Sales Journal to the relevant accounts in the Debtors Ledger of Polly Junior.
e Explain how using a system of control accounts and subsidiary ledgers can improve
the management of debtors.
EXERCISE 5.6 page 74
SALES JOURNAL
Ernie Walsh is the owner of EJ HiFi. He sells stereo equipment, and has just won a
lucrative contract to fit out a chain of hotels with stereo equipment. As at 1 June 2015:
e the General Ledger showed the following balances
—  GST Clearing $ 800 CR
- Debtors Control 2750
- Stock Control 12 900
e the Debtors Ledger showed the following balances
- DJ Warehouse $ 2200
- Holden Hotels 550
The firm’s credit sales for June 2015 are recorded in the Sales Journal below:
Sales Journal
Invoice Cost of Debtors
Date Debtor Sales GST
number Sales Control
June 4 | Holden Hotels 86 1000 1500 150 1650
15 | Holden Hotels 87 2000 3000 300 3300
21 | DJ Warehouse 88 800 1200 120 1320
28 | Holden Hotels 89 1400 2100 210 2310
Totals 5200 7 800 780 8 580
Additional information:
e On 30 June 2015, EJ HiFi received $2 200 from Holden Hotels.
e Terms of 30 days are offered to credit customers.
Required
a State one reason why the invoice numbers recorded in the Sales Journal run in
sequence.
Post the Sales Journal to the General Ledger and Debtors Ledger of EJ HiFi.
c State the effect of GST on credit sales on the following items:
e Sales Revenue
e Debtors Control
e GST Clearing.
d Record the receipt from Holden Hotels in the General Ledger and Debtors Ledger.
* e Balance the Debtors Control account.
* f Foot the subsidiary ledger and prepare a Debtors Schedule as at 30 June 2015.
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CHAPTER 5 SPECIAL JOURNALS 1: CREDIT JOURNALS

EXERCISE 5.7
CREDIT JOURNALS

following documents have not yet been recorded in the journals for May 2015:

DOCUMENT A

page /6

Ben Hewitt and Laura Cartwright left their former careers and decided to start a small
business called H&C Tennis, selling tennis equipment from a factory in Bentleigh. The

H &C Te n n iS Invoice: 92

120 Norman St DUPLICATE
Bentleigh VIC 3204

ABN: 94 863 021 005 TAX INVOICE

Terms: 10/7, n/30

Charge to: Elicia Molik 4 White Street, Elwood VIC 3184

Date Details Qty Price $
May 6 Racquets - Spaulding Brand 8 66.00
Total 528.00
GST included in total 48.00
DOCUMENT B
TOP Quallty Racqu etS Invoice: A80
254 Union Rd, Ascot Vale VIC 3032
6:6 Terms: 10/7, n/30
ABN: 66 090 786 511 O%me@
Charge to: H&C Tennis
Norman Street
Bentleigh VIC 3204
Date | Details Total
May 9 30 Spaulding tennis racquets: $30 (plus GST) $990.00
each
Total invoice amount includes GST of $90
Required

a Referring to one qualitative characteristic, explain the importance of source

documents in the accounting process.

b Referring to the information provided, identify the source document that verifies a

credit sale. Justify your answer.

¢ Given that stock is sold at 100% mark-up, record Documents A and B in the special

journals of H&C Tennis.

d Referring only to the information provided, state whether H&C Tennis would have a

GST asset or GST liability. Justify your answer.
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EXERCISE 5.8 vage 77
CREDIT JOURNALS
Glen Coppell operates a sports store called Coppell Sports. At 1 March 2015, his
accounting records showed the following balances:
Stock Control $ 9000 | GST Clearing $ 200 CR
Debtors Control 6 490 | Creditors Control 2750
- Gunter Basketball Club 990 | — Miinchen Sports 1100
- Ruddersfield FC 2200 | - AB Sports Gear 1650
— Central Warriors Soccer Club 3300
The following occurred during March 2015:
March 1 Sold stock to Central Warriors for $770 (including $70 GST). The stock had a
cost price of $420 (Inv. 35)
4 Received $2 200 cash from Ruddersfield FC (Rec. 21)
7 Purchased sporting goods on credit from Miinchen Sports (Inv. E93) worth
$600 plus $60 GST
10  Gunter Basketball Club purchased sporting goods worth $500 plus GST, with a
cost price of $310 (Inv. 36)
12 Paid AB Sports Gear $1 000 on account (Ch. 244)
16  Sold stock to Central Warriors — total invoice price $880 (including GST).
The stock was originally purchased for $600 plus $60 GST (Inv. 37).
20 Purchased stock for $900 (plus GST) from AB Sports Gear (Inv. 82)
23  Sold sporting goods to Ruddersfield FC for $1 650 (including GST). The stock
had a cost price of $1 200 plus GST (Inv. 38).
28 Purchased sporting goods from Miinchen Sports (Inv. E113) for $1 320
including GST.
Required
* a Record the transactions for March 2015 in the appropriate special journals of
Coppell Sports.
b Post the Sales Journal and Purchases Journal to the General Ledger and subsidiary
ledgers of Coppell Sports.
* ¢ Balance the Debtors Control and Creditors Control accounts.
* d Foot the subsidiary ledger accounts and prepare a Debtors Schedule and a
Creditors Schedule as at 31 March 2015.
e Explain how GST Clearing would be reported in the Balance Sheet of Coppell
Sports as at 31 March 2015.
f Explain why the records of Coppell Sports would show Gunter Basketball Club with

a debit balance, whereas the records of Gunter Basketball Club would show Coppell
Sports with a credit balance.

EXERCISE 5.9 page 81

CREDIT JOURNALS

Irving Creese operates a store called Soft Shirts, which had the following balances as

at 1 April 2015.
Stock Control $ 3000 GST Clearing $ 200 CR
Debtors Control 4070 Creditors Control 4730
— Daniel Jones 2090 - Jade 3190
- Mier Stores 1980 |- Country Style 1540
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CHAPTER 5 SPECIAL JOURNALS 1: CREDIT JOURNALS

The transactions for April 2015 have been recorded in the journals below:

Sales Journal

Date Debtor Invoice Cost of Sales GST Debtors
number Sales Control
April 4 Mier Stores 85 1000 1500 150 1650
8 Daniel Jones 86 1400 2100 210 2310
15 Big X 87 500 750 75 825
21 Daniel Jones 88 800 1200 120 1320
28 Mier Stores 89 1200 1800 180 1980
Totals 4 900 7 350 735 8 085

Purchases Journal

Invoice Creditors
Date Creditor Stock GST
number Control
April 5 | Jade 1. 251 2 400 240 2640
12 Country Style CX 34 1800 180 1980
19 Country Style I. 268 2 300 230 2530
26 Jade CX 40 1100 110 1210
Totals 7 600 760 8 360

Additional information:

e On 30 April 2015, Soft Shirts paid $5 830 to Jade.
e On 30 April 2015, Soft Shirts received $3 630 from Mier Stores.

Required

a State whether special journals belong to the input, processing or output stage of
the accounting process. Justify your response.

b Post the journals to the General Ledger and subsidiary ledgers of Soft Shirts.

Balance the Debtors Control and Creditors Control accounts.

d Prepare a Debtors Schedule and Creditors Schedule for Soft Shirts as at
30 April 2015.

e Explain how GST Clearing would be reported in the Balance Sheet of Soft Shirts as
at 30 April 2015.

f Explain two benefits that Soft Shirts derives by adopting a system of control

(a]

accounts and subsidiary ledgers for debtors and creditors.

Additional information:

On 4 May 2015, Soft Shirts purchased office furniture on credit from Desk World for
$1 500 plus $150 GST (Inv. 315).

Required
g Explain why Inv. 315 should not be recorded in the Purchases Journal.
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Where are we headed?

After completing this chapter,
you should be able to:

* record cash payments (with
GST and discounts) in the
Cash Payments Journal

® post the Cash Payments
Journal to the General Ledger
and Creditors Ledger

* record cash receipts (with
GST and discounts) in the
Cash Receipts Journal

* post the Cash Receipts
Journal to the General Ledger
and Debtors Ledger

SPECIAL

identify the costs and
benefits of offering discounts
to customers

calculate discount expense
and discount revenue
identify the effect of
discounts on the accounting
equation

identify the effect of GST
on the recording of cash
payments and cash receipts
record a GST refund and
GST settlement in the cash
journals and General Ledger.

JOURNALS 2:
CASH JOURNALS

KEY TERMS

After completing this chapter, you should be familiar

with the following terms:

Cash Payments Journal
Cash Receipts Journal
GST settlement

GST refund

settlement discount
discount revenue

discount expense.
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6.1 THE CASH PAYMENTS JOURNAL

The special journals described in Chapter 5 dealt solely with credit transactions: the
Purchases Journal summarised all stock purchased on credit, and the Sales Journal
summarised all stock sold on credit. By summarising these transactions, it was possible
to post the Purchases Journal to the General Ledger in only three entries, and the Sales
Journal in only five:

Purchases Journal DR  Stock Control

DR  GST Clearing

CR Creditors Control*
Sales Journal DR Debtors Control*

CR Sales Revenue

CR GST Clearing

and
DR Cost of Sales
CR Stock Control

*  Individual transactions must also be posted to the individual accounts in the creditors
and debtors subsidiary ledgers.

The same approach (that is, summarising similar transactions before posting them to
the General Ledger) can be applied to cash receipts and cash payments, with the Cash
Payments Journal used to summarise all cash paid, and the Cash Receipts Journal used
to summarise all cash received.

EXAMPLE , o ,
Consider the following list of transactions for June 2015 for Green

Thumb Plants:

June 1 Paid $200 (plus $20 GST) for stock (Cheque 22)
5 Cash paid to creditor, Mills Bros $400 (Cheque 23)
8 Paid $190 wages (Cheque 24)
10  Paid electricity $150, plus GST (Cheque 25)
13 Owner withdrew $100 cash (Cheque 26)
15  Purchased stock for $242, including $22 GST (Cheque 27)
22 Paid $190 wages (Cheque 28)
24  Payment to creditor — Johnson Ltd $350 (Cheque 29)
29  Purchased new vehicle for $13 200 including GST (Cheque 30)

This list of transactions is far more diverse than a straight list of credit sales or credit
purchases. It includes cash payments for stock, payments to creditors, payments for
wages, the cash purchase of a vehicle, and even cash drawings by the owner. How can
these transactions be summarised in a single journal? In terms of debits and credits,
what does each of the transactions above have in common?

The answer, of course, lies in the fact that each of the transactions above is a cash
payment, and therefore each has exactly the same effect on the ledger account for Bank.

Each cash payment requires a credit to the Bank account.

ISBN 978-1-107-64070-2 © Anthony SImmons, Richard Hardy 2012 Cambridge University Press
Photocopying is restricted under law and this material must not be transferred to another party.



®0gg %%
33
®®000cese
CHAPTER 6 SPECIAL JOURNALS 2: CASH JOURNALS ®O®00000¢ 109
@ O®O0000000000000
@ O OO000000000000¢

While it is true that the debit part of each entry is different, and only some involve
GST, each transaction involves the same credit entry. Rather than recording five or six
credits to the Bank account (or, in the case of a real business, many more than that)

these transactions can be summarised in a Cash Payments Journal. Cash Payments Journal
an accounting record
summarising all cash paid

during a month
REVIEW QUESTIONS 6.1

Explain the benefit of recording transactions in special journals.
List four transactions that would be recorded in the Cash Payments Journal.

Explain what each cash payment has in common in terms of its effect on the

General Ledger.

6.2 RECORDING TRANSACTIONS IN THE CASH
PAYMENTS JOURNAL

A typical multi-column Cash Payments Journal would look lik