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Lesson 1.1A
Review of Accounting Principles for a
Service Business

" The accounting principles and procedures you learned in
Accounting 11 form the foundation for all of the skills you will develop
in Accounting 12. This lesson provides you with the opportunity to
assess those foundation skills, and if necessary, a chance to review the
principles and practice the procedures.

Completing this lesson will help you to:

* review the accounting cycle and related procedures used in a
service business

* review the accounting terminology introduced in Accounting 11

* recall the Generally Accepted Accounting Principles introduced in
Accounting 11

The Accounting Cycle

In Accounting 11 you learned how to maintain accounting records for
a service businese. You learned that each business sets an accounting
period during which the financial records move through various stages
of the accounting cycle.
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The accounting cycle is a continuous process, where the data at the end
of the cycle for one accounting period becomes the beginning data for
the next accounting period. The steps in the cycle are shown below:

1. Business transactions are journalized.

2. Journal entries are posted into accounts in the ledger.

3. At the end of the accounting period, a worksheet is prepared.
4. Financial Statements are prepared.

5. Adjusting and closing entries are journalized.

6. Adjusting and closing entries are posted in the ledger.

7. Post-Closing Trial Balance is prepared.

Generally Accepted Accounting Principles (GAAP)

When establishing and maintaining accounting records for any
business it is essential that the Generally Accepted Accounting
Principles (GAAPs) are followed. In Accounting 11 you were introduced
to the following GAAPs, which you must continue to apply to all of
your work in Accounting 12.

The Business Entity Concept—The financial data from a business
must be kept separate from the owner’s personal financial
data.

The Cost Principle—Assets are recorded in the books at the
actual cost to purchase or construct the asset, regardless of its
market value.

Liquidity Order—Assets are listed on the balance sheet beginning
with the most liquid (can easily be turned into cash) and
ending with the least liquid (would take some time to convert
the asset to cash).

Maturity Date Rule—Liabilities are recorded on the balance sheet
beginning the earliest due date and ending with the latest due
date.

Double-entry Accounting—For every entry in a journal, the total
debits must always equal the total credits.
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Time-Period Principle—Once a business chooses an accounting
period (month, six months, year, etc.), it must continue to use
this time period when preparing financial statements.

The Matching Principle—The revenue earned in an accounting
period must be matched against the expenses incurred in that
accounting period to determine net income or loss.

The Accrual Basis of Accounting—Revenue is recorded when it
is earned and expenses are recorded when they are incurred,
regardless of when cash is received for revenue or paid for
expenses.

Fundamentals of Double-Entry Accounting

Recall that double-entry accounting is based upon the fundamental
accounting equation:

Assets = Liabilities + Owner’s Equity

Also, recall that accountants refer to the left side as the debit side and
the right side as the credit side. This means that Assets are recorded on
the debit side of an account form balance sheet, while Liabilities and
Owner'’s Equity are recorded on the credit side of an account form
balance sheet. If the debit side equals the credit side, the business’s
assets will indeed equal the total of their liabilities and owner’s equity.

When recording transactions in accounts, balance is maintained by
having accounts increase on their side of origin—that is the side they
would be written on in an account form balance sheet—and decrease
on the opposite side.
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Account Types

Appear on the
Balance Sheet

Increase Side

Decrease Side

Assets Debit Debit Credit
Liabilities Credit Credit Debit
Owner’s

Equity Credit Credit Debit

The owner of a business is entitled to receive all the profits of the

business and is responsible for any losses. Therefore, the revenue and
expense accounts, which determine net income or loss, are really a
subset of the Owner’s Equity account. Revenue increases the owner’s
investment in the business, and therefore increases the Owner’s Equity
account. Expenses decrease the owner’s investment in the business,
and therefore decrease the Owner’s Equity account.

Account Types | Effect on Increase Side Decrease Side
Owner’s
Equity
Assets Credit Debit
Liabilities Increase Credit Debit
Owner’s
Equity Decrease Debit Credit
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Proper Accounting Procedures

It is critical for a business to keep accurate and complete accounting

records. Attention to detail is therefore essential in all accounting
procedures. You will recall from Accounting 11 that you learned

specific procedures for recording data in a journal, in an account, and
on a financial statement. These procedures are summarized below. Be
sure to follow these procedures and pay attention to the detail,

especially when using Simply Accounting. You can use an eraser to
change manual accounting procedures, but once an entry is posted in

the computer it is much more challenging, and time-consuming, to
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correct. So, the best advice is to be careful, pay attention, and do
it right the first time.

Recording Transactions in a Journal

Enter the date (be especially careful not to mix month and day
when using Simply Accounting—there is no easy fix!). On any
given page, the month and year should not be repeated

Record the debit entry before the credit entry
Cents columns are complete

Dollar signs are not used on ruled paper
Record the source document

Record a clear, concise comment regarding the purpose of the
entry

Posting Transactions from a Journal to the Ledger (Simply
Accounting does this automatically for you)

Enter the date in the Account; on any given page, the month
and year should not be repeated

Enter the amount in the appropriate column (debit/credit)
Calculate the new balance

Cents columns are complete

Dollar signs are not used on ruled paper

Indicate whether the balance is a debit or credit

In the PR column of the account, enter the journal page where
the entry is recorded

Record the account number you just posted the entry to in the
PR column of the journal
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Preparing Financial Statements (Simply Accounting does this
automatically for you)

* The heading is centered and includes the company name, the
name of the statement, and the time period of the statement,
in that order and each on its own line

e Section headings are on their own line and centered

* Sub-section headings are on their own line and left-aligned

¢ All amounts have a label

¢ Cents columns are complete

¢ Dollar signs are not used on ruled paper

¢ Underlines are used to show where addition or subtraction has
occurred

* Double underlines are used to show where figures are balanced
and complete

¢ Jtems that are double-underlined appear in the same column

¢ Subtotals and totals never move more than one column to the
right at a time
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Correcting Mistakes

Correcting a mistake in journalizing or posting was relatively simple in
Accounting 11. If you were allowed to use pencil, you simply erased
your mistake and entered the correct amount. If you were required to
use pen, you simply drew a neat line through your error and wrote the
correction above. The worst that happened was your work looked a
bit messy.

However, when you use Simply Accounting, correcting a mistake is more
complicated. First of all there is no eraser! Once you indicate that a
journal entry should be posted, that entry becomes a permanent part
of the accounting records. While you can “fix” it by making another
entry, which either reverses it or corrects it, the original entry will
always appear in the journal and in the accounts. That’s why it is so
important that you think through the entries to be sure you are
entering the correct data in the right place. To fix a mistake, you need
to analyze where the amounts were posted versus where they should
have been posted.

Let’s look at a few examples.

1. You were supposed to record a sale for $500, which will be paid

later.
Your entry: $500 Debit to Cash; $500 Credit to Sales.
The correct $500 Debit to Accounts Receivable; $500 Credit to
entry: Sales. '
Analysis: The debit entry is wrong; the credit is correct.

The Cash account should not have been debited for
$500.

The Accounts Receivable account should have
been debited for $500.

Correcting entry: | Debit Accounts Receivable for $500; Credit Cash for
$500.
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2. You were supposed to record the cash purchase of Office
Supplies for $200.

Your entry:

$200 Debit to Cash; $200 Credit to Office Supplies.

The correct
entry:

$200 Debit to Office Supplies; $200 Credit to Cash.

Analysis:

The debit entry is wrong; the credit is wrong.

The Cash account should have been credited not
debited.

The Office Supplies account should have been
debited not credited.

To correct this entry the amounts will need to be
doubled. The first $200 represents the reversing of
the incorrect entry (making it appear in the books
as if the entry was never recorded), and the second
$200 represents the correct amounts that should
have been recorded in the first place.

Correcting entry:

Debit Office Supplies for $400; Credit Cash for
$400.
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3. You were supposed to record the $100 payment on account for
last month'’s telephone bill.

Your entry:

$100 Debit to Cash; $100 Credit to Telephone
Expense.

The correct
entry:

$100 Debit to Accounts Payable; $100 Credit to
Cash.

Analysis:

The debit entry is wrong; the credit is wrong.

The Cash account should have been credited for
$100 instead of debited. This means you increased it
by $100 instead of decreasing it. As a result it is now
$200 higher than it should be—$100 too high
because you don't show the cheque you wrote to
the telephone company and $100 too high because
you accidentally increased the account in your
incorrect entry.

The Telephone Expense account should not have
been credited for $100. Expenses are never credited,
except when closing entries are done at the end of
the accounting period.

The Accounts Payable account should have been
debited for $100.

Correcting entry:

Debit Accounts Payable for $100; Debit Telephone
Expense for $100; Credit Cash for $200.
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Guided Practice 1.1A 1: Pretest

Instructions

Complete Pretest: Accounting Procedures for a Service
Business. - ’ :

1. What is the fundamental accounting equation?

2. On what side of the account do assets increase?

3. On what side of the account do liabilities increase?

4. On what side of the account does the owner’s equity account
increase?

5. On what side of the account do assets decrease?

6. On what side of the account do liabilities decrease? -

7. On what side of the account does the owner’s equity account
decrease?
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8. In which account do you record withdrawals of company
assets by the owner?

9. On what side do revenue accounts increase?

10. On what side do expense accounts increase?

11. Place the following steps of the accounting cycle in order:

¢ Journalizing adjusting and closing entries
¢ Journalizing business transactions
¢ Preparing financial statements
* Preparing Post-Closing Trial Balance
~* Posting journal entries to the ledger
* Posting adjusting and closing entries to the ledger
e Preparing a worksheet

12. Explain the Double-Entry Accounting GAAP.

13. The owner of a business buys a new car for personal use. You are
given the receipt and directed to record it as a business purchase.
What should you do? Why?

23
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14. The owner of a business has just built a new office building. The
construction costs were $110,000. The owner has the property
assessed and is told its market value is $140,000. What amount do
you use to record the value of the building in the asset Office
Building? Why?

15. In what order would the following assets be recorded on the
balance sheet? Give reasons for your order.

e Office Furniture

e Office Supplies

¢ Cash

* Office Building

e Land

¢ Automobile

e Computers and Peripherals
¢ Accounts Receivable
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16. In what order would the following liabilities be recorded on the
balance sheet? Give reasons for your order.

¢ Bank Loan Payable
* Mortgage Payable
¢ Accounts Payable

17. What is the minimum number of accounts affected by a business
transaction? Explain.

18. You have just prepared a Trial Balance at the end of the accounting
period. It balances. Does this mean all of your entries were
recorded and posted correctly? Explain.
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19. The owner of the business has a meeting with potential investors.

20.

You have been asked to prepare two income statements, so a
comparison can be made between how the business was doing last
year and how it is doing now. Also, to prepare the first income
statement for the three months ending March 2001, and the
second statement for the six months ending March 2002. What
should you do? Explain.

You received the company telephone bill on February 27th. The
bill will not be paid until March 20th. The company uses the
accrual basis for accounting. When should you record the
telephone expense—in February or March? Why?
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21. You were supposed to record an entry to purchase a new office desk
for $400 on account. When recording the entry, you incorrectly
debited Office Supplies $400 and credited Accounts Payable $400.

A. Is the debit entry correct?
B. Is the credit entry correct?

C. Assuming you can't simply erase the entry, and instead
have to make a new entry to correct it, what would the
correcting entry look like?

22. You were supposed to record an entry to show a client had paid
$500 on account. When recording the entry you incorrectly
debited Accounts Payable $500 and credited Cash $500.

A. Is the debit entry correct?
B. Is the credit entry correct?

C. Assuming you can’t simply erase the entry and instead
have to make a new entry to correct it, what would the
correcting entry look like?




	Fill In Note: You are REQUIRED to fill out your return address on this page if you DOWNLOADED this Assignment.  [If the Assignment was mailed to you, please fill out the back of the white page of the 3 part District Education Comment Sheet.]
	Text2: Please Print Clearly
	Text3: 
Complete your MAILING address.


