Accounting and Finance Semester 2 Theory Review Basic solutions
Study Tool

Unit 1

Three sources of finance other than owner contributions.
	· Purchasing on credit terms

	· Loan or mortgage

	· Loan advance from a partner



One advantage and one disadvantage of the sources of finance other than owner contributions.
	
	Advantage
	Disadvantage

	Credit terms
	Best way to buy inventory, buy now pay later
	Short time to pay back creditors

	 Loan or mortgage
	Best way to buy NCAs, more time to pay back, lower interest rate
	Long time to pay off a liability
Cash tied up for long periods


	Loan advance
	Terms dictated by partner
Terms more flexible than a bank
	Partner is a creditor to the business
Advance must be paid back
Interest must be paid each year



Two factors considered by financial institutions when approving finance.
	· Risk  - how to reduce costs and non-payment of debtor

	· Return – how to make money from debtor



Risk Factors
	Collateral – assets to be given up to the same value of borrowing if borrowing not paid back

	Liquidity – level of cash available to service term of the loan

	History – past payment patterns in paying off debt

	Guarantors  - people contracted to step in for repayments if debtor defaults



Return
	Interest Rate – cost of borrowing to cover risk.

	Future Business – ability of business to be profitable and financially stable in the future



Characteristics of sole trader
	No of owners
	one

	Liability of owner
	Unlimited – personal debts can be taken to settle debts

	Raising capital or
borrowing funds
	Difficult only one person to raise funds or pay for borrowings

	Profit
	Owner gains all profits – bears all losses

	Transfer of ownership
	Difficult – business closes if owner dies or retires unless there is a will or trust

	Legal entity
	Not a separate legal entity. Business and owner regarded as one

	Continuity of existence
	No continuity because as there is no separation between owner and business



Characteristics of a partnership
	No of owners
	2 to 20

	Liability of owner
	Unlimited – personal debts can be taken to settle debts

	Raising capital or
borrowing funds
	Easier than sole trader as there are 20 partners to raise funds or pay for borrowings

	Profit
	Profits and losses shared equally according to Partneship Act or other ways according to partnership agreement

	Transfer of ownership
	Difficult – requires unanimous agreement according to Act or other terms according to partnership agreement.

	Legal entity
	Not a separate legal entity. Business and partners regarded as one

	Continuity of existence
	No continuity because as there is no separation between partners and business





Characteristic of a Proprietary Company
	No of owners
	1 – 50 members/shareholders

	Liability of owner
	Limited because shareholders are separated from the company name

	Raising capital or
borrowing funds
	Easy. Shareholders provided the capital. Company name can borrow like other businesses ie create debts.

	Profit
	Shareholders get profit in form of dividends which is dependent on number of shares held. But can only get dividends if directors declare it. It’s not automatic for shareholders.

	Transfer of ownership
	Easy. Shareholders can buy or sell shares whenever. Doesn’t affect the company’s existence. Can only sell shares privately not on ASX.

	Legal entity
	Company name is separate from the shareholders therefore it has separate legal existence created in law.

	Continuity of existence
	Continues for ever -not affected by changes in shareholders.



Two advantages and two disadvantages of a Sole Trader
	Advantages
	Disadvantages

	· Keeps all profits
	· Can’t take holidays easily

	· Make all the decisions
	· Bears all losses



Two advantages and two disadvantages of a Partnership
	Advantages
	Disadvantages

	· Greater pool of expertise to run business
	· Liability is joint and several. Partner’s are bound by other partner’s business decisions

	· Greater raising of capital
	· Profits must be shared



Two advantages and two disadvantages of a Proprietary Company
	Advantages
	Disadvantages

	· Greater raising of capital
	· Management and ownership are separate

	· Shareholders have limited liability – company is liable for all debts
	· Dividends are not guaranteed for shareholers



Types of business undertakings
	Manufacturing
	Produces goods from raw materials and sells to wholesaler

	Retailing/trading
	Gains goods from wholesaler or direct from manufacturer and sells at
final retail price

	Service
	Provides service and charges a fee



The accounting equation
	· Expresses final financial state of the business at a particular point in time

	· Expresses control or claims of the assets of the business between outsiders and owner

	· It is dynamic – changes every time a transaction occurs



Double entry accounting
	· Every debit must have a corresponding credit of the same value in the general ledger

	· All debits must equal all credits in the general ledger



Perpetual Inventory System
	· Inventory control based on a computer system

	· Inventory and cost of sales account are continuously update after every transaction

	· Stock take only needed to check computer records

	· Gross profit can be determined at any time because inventory and COS is always updated





Three benefits of the perpetual inventory system over the periodic inventory system
	Stocktaking perpetual system only needed to check computer records whereas periodic is essential to know what is left on hand.

	Gross Profit perpetual system can calculate gross profit any time because inventory and COS is updated after every transaction that allows GP to be calculated instantly.

	Popular lines perpetual system can determine slow and popular lines easily because inventory is always update whereas in periodic can only determine this after a stock take is done



Features of the GST
	· A federal tax set at 10% on all goods and services conducted in Australia. 

	· Goods and services that attract the GST are taxed.

	· Businesses that earn $75,000 or more must apply the rules of GST

	· GST must be clearly stated on source documents as either added on or included in the price



Types of GST Supplies
	Taxable supplies goods or services that are carried on in Australia that are not GST exempt. 

	GST-free supplies goods or services that do not attract the GST. Business can claim GST but cannot pass on the GST to customers.

	Input taxed supplies goods or services where the business cannot claim or pass on the GST onto customers



GST Accounts
	· GST Receivable (CA) when business pays GST for goods and services

	· GST Payable (CL) when customer pays GST for goods and services



Bas Statement
	· Business Activity Statement – form that outlines all income and expenses for ATO

	· Includes all GST paid and collected

	· Completed monthly or quarterly and then yearly to reconcile GST for the year to determine any final GST to be paid or refunded



Add 10% GST vs Including 10% GST
	· Add 10% GST you multiply by 0.1

	· Including GST you divide by 11



Accounting principles and conventions
	Accounting entity
	· A recording principle where personal transactions must be kept separate and distinct from business transactions

	Monetary 
	· All transactions must be recorded in the currency of that country

	Historical cost 
	· All transactions must be recorded at value at the time of the transaction and not delayed.

	Materiality 
	· A reporting principle where an item is included in reports if its omission will affect decision making. The size and nature of the business will determine its importance.

	Accounting period
	· The life of the business is broken down into arbitrary time periods for reporting purposes – usually 12 months.

	Going concern
	· The life of the business is assumed to continue into the future unless there is evidence of a risk of failure.



Purpose of financial statements
	· To provide feedback to owners regarding the financial state of the business.

	· Required when applying for finance.

	· Required to attract investment in the business.



Purpose of the following 
	Performance – to assess the profitability of the business.

	Financial position – to assess the stability of the business.

	Liquidity – to assess the business’s ability to generate cash.



Principles of Internal Control
	· Segregation of duties  - to ensure errors are identified and prevented 

	· Security – to ensure protection of assets by various means eg cameras, alarms etc..

	· Policies and Procedures – ensure these are followed and effective and solutions provided to improve controls



Control Over:
	Cash
	Debtors
	Inventory
	Non-Current Assets
	Creditors

	· Bank regularly
	· Issue invoices
	· Stocktake
	· Insure assets
	· Pay invoices on time

	· Cash on hand in a safe
	· Communicate 
regularly
	· Check orders with invoices and deliveries
	· Regular maintenance
	· Communicate regularly

	· Regularly check bank statements
	· Offer discounts and penalties
	· Store securely
	· Secure property titles
	· Take advantage of discounts



Limitations of internal control
	· Lack of staff to apply all possible internal controls

	· Colluding of staff to commit fraud

	· Limited funds to install control systems



Business Name Registration
	· Compulsory if business name is not individual’s legal name

	· Must not be offensive or like existing businesses

	· A name search needs to be done to ensure availability. Registration lasts for 1 or 3 years



Australian Business Number
	· Unique business identifying number to deal with government authorities eg ATO

	· Necessary to apply GST requirements



Corporate Social Responsibility (business point of view)
	Advantages (benefits)
	Disadvantages (costs)

	· Promotes employee & customer loyalty
	· Diverts money from core business

	· Promotes investment in business
	· Requires support of all staff



Sponsorship (business point of view)
	Advantages (benefits)
	Disadvantages (costs)

	· Promotes brand awareness
	· Brand could be damaged if contract rules not followed by receiver

	· Increases market share
	· Relies on business being highly liquid and profitable to be able to sponsor




Resource conservation (business point of view)
	Advantages (benefits)
	Disadvantages (costs)

	· Reduces operating costs in long run
	· Some initiatives costly up front

	· Increases market share
	· Requires resources both human and cash



Taxation responsibility eg GST. (business point of view)
	Advantages (benefits)
	Disadvantages (costs)

	· Some taxes can be claimed back or minimised, but not avoided
	· Careful administration required

	· Reduces potential fines and jail term
	· Legal requirement – not negotiable



Partnership Act Rules
	Profit/losses – equal irrespective of workload or capital contributions made by partners

	New partners – must be unanimous in the decision to admit new partner 

	Advance from a partner – must be paid back plus 6% pa interest paid each year

	Salaries and wages – not permitted irrespective of workload or capital contributions made

	Business records – all partners have right to access business records
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Nature, Benefit and Risk of electronic processing to business
	Nature
	Benefit
	Risk

	EFTPOS
· Electronic funds transfer point of sale at checkout
	· No cash handling
	·  Power failure loss of sales

	
	· Immediate cash transfer
	·  Costly fees to provide device

	Electronic bill payments
· Auto payments eg BPay
	· No physical cash needed
	·  Need biller code number

	
	· Pay bills anytime
	·  Need authorisation from bank

	Credit cards
· Buy now pay later plus interest. Debt with credit card issuer.
	· Buy now pay later
	·  Interest charges

	
	· Maintains daily operations
	·  Debt can spiral

	Online banking
· Internet banking 24/7 all regular services offered at counter
	· Services available 24/7
	·  Requires digital access

	
	· Saves time, energy, and costs
	·  Account hacking

	Direct debits
· Regular auto pay of bills at set amount on set day
	· Bills always paid on time
	·  Requires funds to be in account

	
	· Suitable for regular bills with fixed amounts
	·  Insufficient funds incurs fees



Cash vs Accrual Accounting
	· Cash accounting only records cash when exchanged irrespective when transaction occurred.

	· Accrual accounting records all transactions both internal and external in nature and does not delay the recording. Requires adjustments at the end of the year to determine income earned and expenses incurred for the period and any amounts outside of current year reported in the balance sheet



Definition of elements as per Conceptual Framework
	Asset – a present economic resource controlled by the entity as a result of past events 

	Liability – a present obligation of the entity to transfer an economic resource as a result of a past transaction

	Equity – residual interest in the assets of the entity after deducting the liabilities

	Income – increases in assets, or decreases in liabilities that result in increases in equity other than those relating to contributions from holders of equity claims 

	Expense – decreases in assets, or increases in liabilities that result in decreases in equity other than those relating to distributions to holders of equity claims 



Recognition Criteria as per Conceptual Framework
Assets and Liabilities are recognised when information about them is -
	Relevant
· Information is relevant if it makes a difference to users who need to make decisions about their investment in
 the business.
· Whether the user chooses to use the information or not is irrelevant.

	Faithfully Represented
· complete
· neutral
· free from bias
· measured reliably – quantified in $ and c. probability of an inflow or outflow of economic benefit is high>50%



Income
	An income is recognised when -
· an asset is recognized – this means income cannot exist if an asset is not recognized to begin with. 

	An income is recognised when -
· a liability is derecognized – this means income can exist when a liability decreases. 




Expenses
	An expense is recognised when - 
· a liability is recognized – this means an expense cannot exist if a liability was not recognized to begin with.

	An expense is recognised when -
· an asset is derecognized – this means an expense can arise when an asset decreases. 



Why balance day adjustments occur
	· Accounting period interrupts flow of transactions – part transaction belongs to current period, part in the new period

	· Accrual accounting requires all income earned whether received or not and all expenses used whether paid or not to be included in profit calculations which requires adjustments to accounts



Purpose of each Balance Day Adjustments
	Accrued expense
· To record expense used but not paid by balance date and record as CL in Balance Sheet.

	Prepaid expense
· To determine expense used and what is left at balance date and record as CA in Balance Sheet.

	Stock of supplies
· To determine supplies used and what is on hand at balance date and record as CA in Balance Sheet.

	Accrued income
· To record income earned but not received by balance date and record as CA in Balance Sheet.

	Income in advance
· To determine income earned and what is left at balance date and record as CL in Balance Sheet.

	Doubtful debts
· To record debtors at risk as a doubtful expense and Allowance for doubtful in Balance Sheet as  a -CA

	Depreciation
· To determine historical cost used as depreciation expense and Accumulated Depreciation in Balance 
Sheet as - NCA



Consequence on reports if balance day adjustment not applied
	
	Balance Sheet
	Income Statement

	Accrued expense
	CL are understated because accrued expense not created
	Expenses are understated because expense
 not adjusted

	Accrued income
	CA are understated because accrued income not created
	Income is understated because income not
adjusted

	Prepaid expense
	CA are overstated because prepaid
expense not adjusted
	Expenses are understated because expense 
not created

	Stock of supplies
	CA are overstated stock of supplies 
not adjusted
	Expenses are understated because expense
not created

	Income in advance
	CL are overstated because income in
advance not adjusted
	Income understated because income not
created

	Doubtful debts
	CA are overstated because allowance
for doubtful debts not created or 
adjusted
	Expenses are understated because doubtful
 debts not created

	Depreciation 
	NCA are overstated because 
accumulated depreciation not created
or adjusted
	Expenses are understated because 
depreciation not created



Nature of depreciable non-current assets
	· Man-made assets that suffer from wear and tear and obsolescence through their use.

	· These are physical assets that are used for the purpose of earning income.



Nature of depreciation expense
	· A cost allocation process where the historical cost used up is allocated over the life of 
the business as an expense

	· Illustrates historical cost used in the earning of income.





Straight-line depreciation method
	· Depreciation is constant over the life of the business except for the first year.

	· Suitable for assets that provide income for the business evenly over the life of the asset.



Reducing balance method
	· The depreciation decreases over the life of the asset. 

	· Suitable for assets that contribute to income more in the early years than in the later years therefore 
more depreciation is allocated as an expense in the early years when maintenance is low.



Causes of depreciation
	· Wear and tear – physical deterioration of the asset through constant use.

	· Technical obsolescence – new technology supersedes old model making them less effective, efficient and affects competition

	· Commercial obsolescence – the market demand for the products and services no longer wanted even 
though the asset may be in perfect working order. The asset is obsolete in the market.



Loss on sale
	· Due to under depreciation of the asset over its useful life. Asset sold too early.



Gain on sale
	· Due to over depreciation of the asset over its useful life.



Carrying value
	· The historic cost left unused after accumulated depreciation is subtracted from the HC



Accumulated Depreciation
	· Illustrates the total depreciation allocated as an expense over the life of the asset.



Inventory costing methods
	First -in First-out
· Inventory bought first is sold first so that older stock is not left on shelves past their use by date. Cost of sales can be determined easily by counting the older stock sold.
· Suitable for assets that can be physically counted.

	Weighted average
· Inventory that is difficult to physically count.
· Closing inventory is divided by the amount it represents to determine the cost of goods sold to be 
applied when inventory is sold.



Role of professional accounting and financial associations
	· Provide members with learning, career development, ethical standards, and disciplinary action.

	· Provide services to business and government



The four professional associations
	CPA Australia
· Members work at local and international bodies, provide education, training, technical support 
and advocacy. Represent views and concerns to government, regulators, industry, academia, and general public

	Institute of Accountants Australia and New Zealand
· Provide world-class services in the private and public sectors 

	Institute of Public Accountants
· Represent members and students in industry, commerce, government, academia, private practice

	Financial Planning Association of Australia Limited
· Provide personal financial planning in the achievement of personal financial goals




Nature of Professional codes of conduct
	· A set of behavioural rules that guide professional conduct and their associated consequences.



Purpose of Professional codes of conduct
	· To instil confidence in clients that they are dealing with professionals in the community.

	· To maintain the reputation of the association.



Common Qualities of Professional Codes of Conduct
	Professional competence – having the required knowledge and skill to do the job

	Professional behaviour – act in a way that does not brings credit to the firm or association

	Objectivity – no bias and conflict of interest

	Confidentiality – keep personal client information confidential and not disclosing it

	Integrity – honest dealings with others



Threats to Professional Conduct
	Self-interest – personal gain

	Familiarity – too friendly with clients with no professional distance

	Conflict of Interest – having knowledge that makes you bias and not objective

	Intimidation – threatening others to get personal gain

	Advocacy – swaying others towards personal interests



Ratios
	Liquidity
· Working capital
· Quick asset
	These are concerned with an entity’s ability to manage cash so that immediate debt commitments can be made.
WC – min is 100%.       QA – min is 200%

	Profitability
· Gross profit
· Expense
· Profit
· Rate of return on assets
	These are concerned with an entity’s ability to make profit to afford cost of borrowings, sustain business operations and apply for finance. It also is concerned with managing assets efficiently to make a profit.
GP and P – >50%.   Exp – < 50%. Rate of ROA - >5%

	Leverage
· Debt to equity
	This is concerned with asset ownership or control because of internal and external financing of the business.
>100% period of growth, towards being highly leveraged.
<100% period of stability or stagnation, towards being lowly leveraged.
100% equal control over assets, finance equally provided between owner and financial institutions



