AREA OF STUDY 2
DETERMINING PROFIT OR LOSS
BALANCE DAY ADJUSTMENTS: EXPENSES
DEPRECIATION OF NON-CURRENT ASSETS

THE CASH FLOW STATEMENT

SECTION 7

PROFIT & LOSS DETERMINATION




DETERMINING PROFIT & LOSS
CLOSING ACCOUNTS

After a Post-Trial Balance (after balance day adjustments) has been completed there are
two processes that need to be completed at the end of the reporting period.

Contfe-ne Determining the profit or loss for the current period by closing
off revenue and expense accounts.

Preparing the ledger accounts in readiness for the next
reporting period by restoring them to zero values.

The Profit & Loss Summary Ledger is a temporary ledger used to calculate profit for the
reporting period.

All of the revenue and expense ledgers are “emptied out” at the end of the reporting period
and are reset to zero in readiness for the next reporting period.

<

Profit & Loss Summary REVENUES

The revenue and expense accounts are returned to zero at the end of a reporting period
through the process of transferring totals in each ledger to a Profit & Loss Summary account.
This account is a temporary Owner’s Equity account.

The net result (Revenues — Expenses) will be a profit or loss. This net amount is then
transferred to the Capital account representing the increase or decrease in Owner’s Equity
during the period (except for New Capital & Drawings).

Without this process it would be incredibly difficult to determine profit in a reporting
period because expenses and revenues relating to other periods might be included.
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To accomplish the transfer of Revenue and Expense Totals the following entries must be
made:

DEBIT CREDIT
ALL REVENUE accounts Profit & Loss Summary
Accounts =0 "
DEBIT CREDIT
Profit & Loss Summary ALL EXPENSE accounts
! Accounts =0

These one-off entries are the exact opposite to the normal rules relating to revenues and
expenses.

The remaining amount in the Profit & Loss Summary account will be either a Credit (Profit)
or Debit (Loss). This is transferred to Capital.

The Drawings account is also transferred to Capital at the end of the Reporting Period to
identify the reduction in Owner’s Equity resulting from personal transactions.
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EXAMPLE

Date 2017 | Details Debit Credit
30 June | Sales 100,000 ]
Interest revenue 1,000
Profit & Loss Summary 101,000 These are the
Close off revenue accounts SIS gccounts
that will appear
June 30 Profit & Loss Summary 82,700 in the Income
Statement.
Cost of sales 50,000 Why do we
—| prepare a
Cleaning 3,000 separate
report? Refer to
Advertising 5,000 a qualitative
characteristic.
Wages 20,000
Stock Loss 200
Depreciation-Equipment 500
Rent expense 4,000 _
Close off expense accounts
June 30 Profit & Loss Summary 18,300 <: $101,000 - $82,700
Capital 18,300
Transfer net profit to capital
June 30 Capital 15,000
Drawings 15,000

Transfer drawings to capital

The first two General Journal entries that restore Revenue and Expense accounts to zero
and transfer the totals to the Profit & Loss Account are the same accounts and amounts

that will be reported in your Income Statement.
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PROFIT & LOSS SUMMARY

Date Cross Reference Amount Date Cross Reference Amount
30 June | Expense accounts 82,700 | 30 June | Revenue accounts 101,000
Capital 18,300 ~_
101,000 T~~~ 101,000
_ _ i This amount is transferred to
This account is not shown in any reports. the Capital Account and will
It is a temporary ledger used to calculate increase Owner’s Equity for
profit. the period.
Drawings Account
Date Cross Reference Amount Date Cross Reference Amount
30 June | Bank 15,000 | 30 June | Capital 15,000
15,000 15,000
Drawings are transferred to
Capital representing a decrease
in Owner’s Equity for the period.
Capital ACCOV
Date Cross Reference Amountk/fate Cross Reference Amount
30 June | Drawings 15,000 30 June | Balance 200,000
Balance 203,300 Profit & Loss 18,300
Summary
218,300 218,300
1 Jul Balance 302300

Examples of Revenue and Expense Accounts after closing entries have been completed.

Sales Revenue

Date Cross Reference Amount Date Cross Reference Amount
Jun 30 Profit & Loss 100,000 | Jun 30 | Bank 100,000
Summary
Interest Revenue
Date Cross Reference Amount Date Cross Reference Amount
Jun 30 Profit & Loss 1,000 | Jun 30 | Bank 1,000
Summary
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Cost of Sales

Date Cross Reference Amount Date Cross Reference Amount
Jun 30 | Stock Control 50,000 | Jun 30 | Profit & Loss Summary 50,000
Wages
Date Cross Reference Amount Date Cross Reference Amount
Jun 30 | Bank 20,000 Jun 30 | Profit & Loss Summary 20,000

Depreciation — Equipment

Date Cross Reference Amount Date Cross Reference Amount
Jun 30 | Accumulated Dep'n - 500 | Jun 30 | Profit & Loss Summary 500
Equipment
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QUESTION 40

Brock Lee owns Diggers Inc. *(an organic vegetable business).

Post Adjusted Trial Balance as at 31 December 2017

ASSETS LIABILITIES
EXPENSES REVENUES
DRAWINGS ACC. DEP’
Owner ' s E
ACCOUNT NAME DEBITS CREDITS
Cash at Bank 20,000
Debtors Control 30,000
Stock Control 50,000
Creditors Control 15,000
Loan — ABC Bank 18,000
GST Clearing 2,000
Capital 48,700
Discount Expense 200
Cost of Sales 90,000
Sales Revenue 180,000
Discount Revenue 400
Stock Loss 2,000
Acc.Dep. — Motor Vehicle 12,000
Interest Revenue 600
Wages 20,000
Depreciation — Motor Vehicle 2,000
Drawings 16,000
Office Expenses 6,000
Motor Vehicle 40,000
Interest Expense 500
TOTALS 276,700 276,700

Using the information from the Trial Balance

(@) Prepare the closing entries as at the 315 December 2017 to transfer the profit or loss to
the capital account.

(b) Prepare the closing entry to transfer drawings to the capital account.
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General Journal

?gﬁ Details General Ledger Subsidiary Ledger
Debit Credit Debit Credit
31 Dec

Close Revenue accounts to determine Profit

or Loss at balance date

Close Expense accounts to determine Profit

or Loss at balance date

Transfer Profit to Capital at balance date

Transfer drawings to capital at balance date

(c) Complete the Profit & Loss Summary Account.

PROFIT & LOSS SUMMARY

Date Cross Reference

Amount Date Cross Reference

Amount
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(d) Prepare an Income Statement for the period ended 315 December 2017.

Revenue

$

$

Less Cost of Goods Sold

Gross Profit

Adjusted Gross Profit

Add: Other Revenue

Less: Other Expenses

Net Profit

(e) Complete the Capital Account.

Capital
Date Cross Reference Amount Date Cross Reference Amount
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() Complete the following ledgers.

Drawings
Date Cross Reference Amount Date Cross Reference Amount
Sales Revenue
Date Cross Reference Amount Date Cross Reference Amount
Stock Loss
Date Cross Reference Amount Date Cross Reference Amount

(g) Using an Accounting Principle explain why certain accounts are closed off at the end of
a period.

(h) Using an accounting principle, explain why certain accounts are balanced at the end of
a period.

(i) Using a qualitative characteristic, explain why an Income Statement is prepared in
addition to the Profit & Loss Summary Account.
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INCOME STATEMENTS

The closing off Journal entries calculate Profit or Loss for a reporting period but the entries
are not easily understood. A narrative report is necessary to assist users of the financial
information with their decision making.

Reports are expected to convey meaningful information (Relevance) and be
Understandable. Performance reports calculate the change in Profit over a designated
reporting period.

The first section relates to the Trading Activities of a business. It all includes all items relating
to the Quantity, Selling Price and Cost price of goods sold.

Business’s attempt to sell the maximum quantity at the highest price the market will bear and
at the lowest possible cost (without detracting from quality).

This calculation will determine the Gross Profit or Margin from trading activities. (Selling
Price x Quantity less Cost Price x Quantity)

Revenue
i Cash and Credit sales

Cost of Goods Sold

1 Invoice price

1  Any other costs associated with getting the stock delivered into your store and ready for
sale (freight, customs duty, buying costs)

Revenue $ $

Cash Sales 100,000

Credit Sales 200,000 300,000
Less Cost of Goods Sold

Cost of sales 150,000

Buying expenses (Customs, Freight) 5,000 155,000
Gross Profit 145,000
Add/Less: Stock Gain or Stock Loss 3000
Adjusted Gross Profit 142,000

The Gross Profit will then be adjusted to reflect any movements in the Stocks that did not
relate to sales. This provides important information relating to stock management.

Theft

Damage

Errors in recording
Variations in deliveries

= =4 =4 =

The figure after adding Stock Gain or subtracting Stock Loss will be called ADJUSTED
GROSS PROFIT.
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OTHER REVENUE

The business will often earn revenue that is not directly related to the sale of goods.
To improve understandability and relevance (decision-making) these items are not included
in the Selling Price and Cost Price calculation.

Bank interest
Dividends
Commission
Investment interest
Discount Revenue

E ]

These items are reported directly after Adjusted Gross Profit.

Adjusted Gross Profit 142,000

Add: Other Revenue

Interest revenue 500
142,500

OTHER EXPENSES

At this point all other expenses are deducted to determine the final Profit result.

Add: Other Revenue
142,500
Less: Expenses
Wages 50,000
Advertising 10,000
Discount expense 500
Interest on loan 2,000
Rent 14,000
Depreciation — Vehicle 3,500 80,000
Net Profit/Loss 62,500

The Profit or Loss (Revenues — Expenses) is then reported in the Owner’s Equity section of
the Position Statement to reflect the Net change in ASSETS and LIABILITIES for the period.
(Except for New capital & Drawings).
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QUESTION 41
Complete a Profit & Loss Summary from the previous information.

PROFIT & LOSS SUMMARY

Date

Cross Reference

Amount

Date

Cross Reference

Amount
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CoNoA~WNE

ALIENS

DO NOT INCLUDE THE FOLLOWING ITEMS IN
AN INCOME STATEMENT

Any GST entry.

Credit purchases of stock.

Drawings.

Capital Contributions.

New loans or loan repayments.

Purchases of non-current assets.

Prepaid expenses and revenues related to future periods.
Payment of accrued expenses from previous period.
Debtor receipts.

Creditor payments.

Proceeds from sale of non-current assets.

Cash purchase of stock.

Receipt of accrued revenue from previous period.

Could you explain why each of these items is not included in an Income Statement?

All of them do not cause any change in net assets (Assets — Liabilities) except for Capital
contributions and drawings. Entity Principle explains the omission of these two items.

Never show the words — Accumulated Depreciation, Accrued or Prepaid in an Income
Statement.

TRY THE TEST YOURSELF:

Select A Dot Point From Above

Assets Liabilities
Increase/decrease Increase/Decrease

If net assets (A —L) do not change then owner’s equity cannot change.

Revenues must increase Owner’s equity & expenses decrease Owner’s equity.
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SECTION 8

BALANCE DAY ADJUSTMENTS

POST ADJUSTED TRIAL BALANCE

IT'S ACCRUAL WORLD.

STUDY ACCOUNTING.



ACCRUED & PREPAID EXPENSES

PREPAID Expenses

Insurance paid in advance on 1% July 2017 for the next 12 months

How it is initially recorded:

Balance Sheet as at 1t July 2017

Current Assets Current Liabilities
Bank -$2,400
Prepaid insurance $2,400 Owner’s Equity
expense N
Net Profit 0

The prepayment represents a future
inflow of economic resources. —
This benefit will be used up in the coming

The prepayments cannot be recorded
months.

as expenses before the reporting period
is completed.

After the reporting period is completed:

Balance Sheet as at 30" June 2018

Current Assets Current Liabilities

Prepaid insurance -$2,400
Owner’s Equity
Net Profit (insurance -$2,400
expense) ~

The expense has been incurred.

It is an expense because it is an
outflow of economic benefits in the
form of a decrease in assets.
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ACCRUED EXPENSES
The interest owing represents

Loan taken out on 1%t July 2017. a present obligation that will

$20,000 loan @ 6% = $1200 per annum. result in an outflow of

Interest is paid on the 31 of December & 30™ June each year. resources in the next 12
months.

Balance Sheet as at 31" August 2017

Current Assets Current Liabilities ~
Accrued Interest expense $200
Owner’s Equity
Net Profit (Interest) $200

Interest has been incurred but
not yet paid. It represents an
outflow of economic benefits
(liabilities increase).

Balance Sheet as at 315 December 2017

Current Assets Current Liabilities

Bank -$600 Accrued Interest expense -$200
Owner’s Equity
Net profit (interest expense) $400

17

When the interest is paid in December
the obligation to pay $200 has been
extinguished and the liability no longer
exists.

The interest expense for Sep-Dec is
recorded as it is an outflow of
economic benefits in the form of a
decrease in assets.
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ACCRUED EXPENSE

At Balance Date there will be many expenses that have been incurred but not yet paid by
the business. Consequently it is necessary to create liabilities (amounts owing) and increase
the expenses to achieve a more relevant and accurate Profit or Loss result for better
decision-making.

Expenses:  Outflows or consumptions of economic benefits (or reductions in inflows), in
the form of a decrease in assets or increase in liabilities that lead to a
decrease in owner’s equity.

Accrued expenses will all lead to an increase in liabilities (cash payment will occur at a later
date).

Accruals (amounts owing) will add to the expense account and create a temporary current
liability representing the future obligation to pay resulting in an outflow of resources
embodying economic benefits. (Usually a decrease in the bank account.)

At the end of the reporting period the
expenses are usually incomplete and
therefore understated. It is necessary to
increase the expenses by including the
following balance day adjustments.

EXPENSES
(Post BDA's)

EXPENSES

(Pre BDA’s) 1. Depreciation expense

2. Expenses incurred but not yet paid

3. Prepaid expenses now consumed
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QUESTION 42

Payroll Timesheet for the week ended 26" June 2017 (Friday).

Employees Hours Pay Tax Net Pay Wages paid to date
Hurley 40 800 240 560 35,000
Parish 40 700 210 490 30,000
Fantasia 40 500 150 350 22,000
McGrath 40 1000 300 700 45,000
Totals 160 $3000 $900 $2100 $132,000

The business closes its books on the 30" June 2015.

(a) Assuming the employees work the same hours in the week ended 3™ July 2017,
complete the necessary adjustments at the 30" June 2017 (employees are paid
Monday to Fridays).

Last wages payment for the

week ended 26t June

\/

Mon Tues Wed Thur Fri
22/6 23/6 24/6 25/6 26/6
Mon Tues Wed Thur Fri
29/6 30/6 1/7 217 3/7
Employees have worked
these two days but have not
yet been paid for their efforts.
Complete the adjusting and closing entries for wages.
: General Subsidiary
Date Details Ledger Ledger
Debit Credit Debit Credit
$ $ $ $
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Complete the ledger accounts for wages and accrued wages.

Account: Wages Expense

Date

2017 Cross Reference Amount ESE Cross Reference Amount
Account: Accrued wages expense (CL)

Date Date

2017 Cross Reference Amount 2017 Cross Reference Amount
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TREATMENT IN SUBSEQUENT PERIOD

When the wages are paid ($3,000 CHQ. 20) on the 3™ July 2017 the amount that relates to
last periods accrual must be debited to the Accrued Wages ledger and wages expense in
the current period debited to wages expense. This will avoid counting the Accrual twice (and
therefore overstating expenses and overstating Current Liabilities).

Cash Payments Journal

Clie Bank Sraeliteirs Drawings | Wages | Sundries

Date | Details No Control

(b) Show how wages will be reported in the Income Statement for the period ended 30"
June 2017.

QUESTION 43
Brock Lee estimated his electricity usage for December 2017 to be $600. Memo No 5.

(a) Prepare the adjusting entry as at 315 December 2017.

Date Details DEBIT CREDIT

(b) Explain why GST is not included in the adjusting entry.
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(c) Complete the following ledgers:

Account: Electricity Expense

Date Date
2017 Cross Reference Amount 2017 Cross Reference Amount
1 Dec | Balance 5000
Account: Accrued Electricity Expense
Date Date
2017 Cross Reference Amount 2017 Cross Reference Amount

Chegue number 25 was paid to United Energy on 7" February 2018 for $1100 (including
GST of $100).

(d) Record this transaction in the Cash Payments Journal and Ledgers.

Cash Payments Journal

Date | Details one Bank it ot Wages | Sundries | GST
No Control
(e) Identify the effect on the accounting equation as a result of the balance day adjustment
on the 31% December 2017.

Increase
Decrease Amount
No Effect

Assets

Liabilities

Owner’s Equity

© The School For Excellence 2018

VCE Essentials — Unit 3 Accounting — Book 2

Page 67




() Identify the effect on the accounting equation as a result of the cash payment on the

7" February 2018.

Increase
Decrease Amount
No Effect

Assets

Liabilities

Owner’s Equity

(g) Explain how the adjusting entry meets the Reporting Period Principle and satisfies the
Qualitative characteristic of Relevance.

(h) Identify the effect on the accounting equation if the balance day adjustment is not
completed on the 31% December 2017.

Understated
Overstated Amount
No Change

Assets

Liabilities

Owner’s Equity
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Electricity GST
$1,000 $100

| |
Accrued Electricity Electricity Expense
from last period Used this period
$600 $400

Reporting in the INCOME STATEMENT

Other Expenses

The $5600 is determined by cash
$5600 €= Payments of $5000 and an accrual of $600.

Electricity expense

Reporting in the BALANCE SHEET

Current Liabilities

Accrued electricity $600

Electricity expense

6000
5000
4000
3000
2000
1000

Accrued electricity Electricity paid Total expense
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PROCEDURE TO FOLLOW WHEN YOU ARE REQUIRED
TO ACCRUE INTEREST EXPENSE

Calculate annual interest expense
Amount of loan times interest %

4

Divide this answer by 12 to determine monthly interest expenge

|
Determine whether any interest has been paid in the reportin

period (except accrued interest from previous period)
|

Determine how many months need to be accrued and muItipIy
this number by the monthly rate calculated above

Rz

Complete the accrued interest expense entry

5

Debit Interest expense
Credit: Accrued interest expense
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EXAMPLE

Business borrowed $20000 on 1 May 2017. Loan will be repaid on 31% December 2021.
Interest on the loan is 9% per annum. Interest is paid quarterly on the 30" April, 315t July,
31% October, and 31 January each year.

Determine the adjustment for interest expense for the year ended 315 December 2017.

$20000 * 9% = $1800 (annual interest expense)

\NZ

$1800 / 12 = $150 expense per month ($450 per quarter)

\NZ

$150 x 8 months (1 May to 31 December) = $1200 expense for reporting period

\Z

Paid interest of $450 on 31st July & 31st October = $900

\Z

2 months (Nov & Dec) need to be accrued x $150 = $300

\Z

Debit: Interest Expense $300
Credit: Accrued Interest Expense $300

\Z

Payment of interest on 31st January 2018 will be split
$300 = Accrued interest expense (last periods accrual)
$150 = Expense for January 2018
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