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INTRODUCTION

Flora Book is a manual accounting practice set designed to assist students in broad-
ening their understanding of applying the basic accounting concepts and skills in a prac-
tical business situation. It is designed and suitable for students studying introductory
western accounting or other international accounting textbooks. Since the underlying ac-
counting concepts and principles in this practice set are from western countries, some
* accounting treatments for similar transactions may be different from those in China.

This practice set provides a comprehensive assignment covering seven steps in the
accounting cycle of a merchandising business operating as a sole proprietorship. Working
on the practice set will offer students experience in a simulated environment in handling
large amount of common business transactions over one accounting period. Particularly,

it enhances students’ understanding of the following key points.

Double Entry System

The origin of the double entry system of accounting can be traced to Venice, ltaly,
in 1494. In his famous mathematical treatise, Fra Luca Pacioli described the concept of
debits and credits that is still used almost universally today. Based on the principle—
what is received is a debit; what is given is a credit; the total debits equal total credits ,

the rules for increasing and decreasing the various types of accounts are summarized as:

Type of Account

Debit

Credit

Asset

Liability
Owners’ equity
Revenue

Expense

Increase ( +)
Decrease ( —)
Decrease ( —)
Decrease ( —)

Increase ( +)

Decrease ( —)
Increase ( +)
Increase ( +)
Increase ( +)

Decrease ( —)
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And the normal account balances are as follows:

Type of Account

Normal Balance

Asset

Liability
Owners’ equity
Revenue

Expense

Debit
Credit
Credit
Credit
Debit

Accounting Cycle

Accounting cycle is the process that begins with transaction analysis and journali-

zing and ends with post-closing trial balance preparation. The seven basic steps of ac-

counting cycle are shown in the following flowchart.

Exhibit 1 Accounting Cycle

\ 4

Y

© @ |©

Y

Work Sheetv | Post— Closing
Trial Balance

®

Financial Statements
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Step 1 Transactions are analyzed and recorded in the journal.

Step 2 Debits and credits are posted to the ledger.

Step 3 A trial balance is prepared, adjustment data are assembled, and the work sheet is com-
pleted.

Step 4 Financial Statements are prepared.

Step 5 Adjusting entries are journalized and posted to the ledger.

Step 6 Closing entries are journalized and posted to the ledger.

Step 7 A post-closing trial balance is prepared.

Source: Carls. Warren, James M. Reeve, Philip E. Fess. Accounting, 21th ed.

Manual Accounting System

In a manual accounting system, subsidiary ledgers and special journals are used to
improve the efficiency of data processing. A subsidiary ledger is a ledger separated from
the general ledger, in which a large number of individual accounts with a common char-
acteristic are grouped together. And in contrast to the general journal, a special journal
is designed to record a specific type of frequently occurring business transactions.

Normally, a manual accounting system may include four special journals and two
subsidiary ledgers in addition to the general journal and the general ledger. The purposes

of using these journals and ledgers are shown in the following diagram.

Sales / Revenue Journal (SJ / RJ)

® To record all sales of items or fees earned on account.
Purchases Journal (PJ)

= To record all purchases of items on account.

Cash Receipts Journal

= To record all receipts of cash from any source.

Cash Payments Journal

= To record all payments of cash for any purpose.

General Journal

= To record all transactions other than those recorded in special journals.
General Ledger ‘

® To maintain the income statement and balance sheet accounts.
Accounts Receivable Subsidiary Ledger

® To maintain all individual accounts of debtors.
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Accounts Payable Subsidiary Ledger

® To maintain all individual accounts of creditors.

Financial Statements

The accounting reports that provide {inancial information to the users are called finan-
cial statements. The principal financial statements are the income statement, the statement
of owner’s equity, the balance sheet, and the statement of cash flows. The preparation order
of statements and their natures of data presented in each statement are as follows:

Income Statement

= To summarize the revenues and expenses for a specific period of time, such as a
month, a quarter or a year, based on the matching principle.

Statement of Owner’s Equity

= To summarize the changes in the owner’s equity those have occurred during a spe-
cific period of time, such as a month, a quarter or a year.

Balance Sheet

= To list the assets, liabilities, and owner’s equity as of a specific date, usually at the
end of an accounting period, in which total assets equal total liabilities & owner’s equity.

Statement of cash flows

= To summarize the cash effects of a company’s operating, investing, and financing
activities for a specific period of time, such as a month, a quarter or a year.

The above four financial statements have some connections with each other. The

Exhibit 2 illustrates their basic features and interrelationships.
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Exhibit 2 Financial Statements

Moonlights

Income Statement
For the Month Ended January 31, 20x8

Rental revenue $8 500
Operating expenses:

Wages expense $1.750

Advertising expense 950

Office expense 800

Utilities expense 600

Miscellaneous expense 350

Total operating expenses 4 450
Net income
Moonlights

Statement of Owner’s Equity
For the Month Ended January 31, 20x8

John Smith, capital, January 1, 20x8 $0
Investment on January 1, 20x8 $30 000
Net income for January <
34 050
Less withdrawals 1 000
Increase in owner’s equity 33 050
John Smith, capital, January 31, 20x8
Moonlights
Balance Sheet
January 31, 20x8
Assets Liabilities
Cash Accounts payable $500
Supplies 1 650 Owner’s Equity
Land 24 000 | John Smith, capital | RN«
Total liability and
Total assets $33 550 | owner’s equity $33 550
Moonlights

Statement of Cash Flows
For the Month Ended January 31, 20x8
Cash flows from operating activities:
Cash received from customers $7 500
Less cash payments for expenses and 7100
payments to creditors
Net cash flow from operating activities $400
Cash flows from investing activities:
Cash payments for acquisition of land (24 000)
Cash flows from financing activities:
Cash received as owner’s investment 30 000
Less cash withdrawal by owner 1 000
Net cash flow from financing activities 31 000
Net cash flow and January 31, 20x8 cash balance

A
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Special Treatments

Work Sheet

In practice, the end of an accounting period is a busy time. The time available to
prepare and analyze the financial statements is usually very limited. The use of a work
sheet can help the accountants to journalize the adjustments and post them to the ledgers
after the financial statements are prepared. The work sheet is not considered as a part of
the formal accounting records. Instead, it is only a useful tool to collect and summarize
data they need for preparing financial reports.

Students should bear in mind that preparing a work sheet is not a necessary step in
the accounting cycle. In small companies with few accounts and adjustments, their fi-
nancial statements can be prepared directly from the adjusted trial balance. And in the
computerized accounting system, the software program automatically posts entries to the
ledgers and prepares financial statements.

However, the preparation of a work sheet can assist students in understanding how
the accounting data flows from the unadjusted trial balance to the financial state-
ments. The process of data flow is the same in either a manual or a computerized. ac-

counting system. The Exhibit 3 shows the procedures that complete a work sheet.

Exhibit 3 Completing a work sheet

Moonlights
Work Sheet
For the Month Ended January 31, 20x8

Adjusted Income Balance
Trial Balance Statement Sheet

Trial Balance Adjustments

Account Title Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.

Y v

Prepared from the general Combine Adjustments with
ledger. Accounts are listed the trial balance. Account
in the order: A, L, OE,R,E balances are now adjusted.

A

Adjustments are entered here. Two possibilities:
1. Deferrals— Existing balances are changed.
2. Accruals— New information is entered.

Revenue and expense amounts in the adjusted trial
balance column are extended to the income statement
columns. The asset, liability, owner’s capital and drawing
amounts are extended to the balance sheet column.
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Reversing Entry

Practically, some adjusting entries prepared at the end of the past accounting peri-
od have a significant impact on the routine transactions those occur in the current peri-
od. For example, if there has been an adjusting entry for accrued interest expense, the
first cash payment of interest in the following period will include the accrual. Under this
situation, the accountant must consider what portion of cash payment should be debited
to interest payable, which amount have been recognized in the earlier period. And only
the rest represents interest expense for the later period. The reversing entry is a device to
simplify this kind of analysis and recording.

A reversing entry is the exact opposite of the adjusting entry to which it relates—the
debits and credits are reversed. It is an optional entry prepared at the beginning of a pe-
riod. In the following Exhibit 4, we use another typical example, accrued salaries owed
to employees at the end of a period, to illustrate the preparation of reversing entry and

compare the impacts on related accounts with and without a reversing entry.

Exhibit 4 Accrued Salaries
1. Salaries are paid for a week on every Friday.
2. The salaries accrued from Monday to Wednesday, May 29 to 31, are $360.
3. Salaries paid on Friday, June 2, total $650.

May
S M T "% T F S
1 2 3 4 5 6
7 8 9 10 11 12 13
14 15 16 17 18 19 20
21 22 23, .24 25 26 27

Salaries expense
(accrued), $360
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Accounting Treatment

1. Without Reversing Entry 2. With Reversing Entry
May 31 Dr. Salaries Expense 360 May 31 Dr. Salaries Expense 360
Cr. Salaries Payable 360 Cr. Salaries Payable 360

June 1 Dr. Salaries Payable 360

1 No Ent
foue o H Cr. Salaries Expense 360

June 2 Dr. Salaries Payable 360 June 2 Dr. Salaries Expense 650
Salaries Expense 290 Cr. Cash 650
Cr. Cash 650

Without a reversing entry, the accountant who records the June 2™ entry has to re-
fer to the May 31" adjusting entry to determine the amount of salaries payable and sala-
ries expense. There is a greater chance that an error may occur. This chance of error is
reduced by recording a reversing entry on June 1%. It transfers the $360 liability from
the Salaries Payable to the credit side of Salaries Expense. When the payroll is paid on
June 2™, the accountant only needs to debit all the cash payment to the Salaries Ex-
pense.

The sequences of entries with and without a reversing entry are the same. Reversing
entries are used widely in the real world. In the computerized accounting system, the
software will conduct this procedure automatically at the beginning of a period, which

simplifies the accountant’s work definitely.
Transportation Costs

The merchandises are shipped from the buyer to the seller. But who pays the trans-

portation fee? It depends on the transportation terms agreed by two parties.’

= FOB (free on board) shipping point
= FOB (free on board) destination

The buyer bears the transportation costs if the shipping terms are FOB shipping
point, while the seller bears the transportation costs if the shipping terms are FOB desti-
nation. Shipping terms, the passage of title, and who pays the transportation costs are

summarized in the Exhibit 5.

.8
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Exhibit 5 Transportation Terms

Terms: FOB Shipping Point

Buyer’s warehouse

=&

* Both sale and purchase are recorded upon shipment.
 » Buyer is responsible for inventory whinle in transit.

Terms: FOB Destination

Title
Passes at
Destination

* No sale or purchase until inventory reaches its destination.
» Seller is responsible for inventory while in transit.

However, the transportation company may have different policies to charge the

freight costs. The followings are two kinds of freight charges:

Freight Prepay

= The transportation company charges the freight before the merchandises are
shipped.

Freight Collect
= The transportation company charges the freight after the merchandises reach the

.9.
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destination.
Therefore, the transportation terms and the freight charges are often combined to-
gether. Different transportation terms, freight charge policies, and related journal entries

are summarized in the Exhibit 6.
Exhibit 6 Transportation Costs and the Journal Entries

Accounting Treatment for Transportation Costs

Types Seller Buyer

o . ) Dr. Transportation In
FOB shipping point, | Dr. Accounts Receivable
) (or Inventory )
freight prepay Cr. Cash
Cr. Accounts Payable

i s . Dr. Transportation In
FOB shipping point,

No Ent I tory
freight collect S (or Inventory)
Cr. Cash
FOB destination, Dr. Transportation Out
. No Entry
freight prepay Cr. Cash
FOB destination, Dr. Transportation Out Dr. Accounts Payable
freight collect Cr. Accounts Receivable Cr. Cash

10-
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Business Background

Flora Book is a book shop operated as a sole proprietary. The shop opens for busi-
ness seven days a week. Its merchandise items include books, magazines, stationeries,
CDs, DVDs and other accessories which are purchased from a selected group of suppli-
ers. In addition to selling these items to the general public, Flora Book also supplies
them in bulk to some organizations such as companies and schools by offering special
discounts.

Tommy Owen is the owner and the managing director of Flora Book. The company
employs three sales assistants to assist him in the operation of the shop. And a full-time
office staff, Teresa Zhang, who is an accounting graduate, conducts accounting service

for the company.

Accounting Records

Like other small companies, the accounting system of Flora Book includes four
special journals (Purchases Journals, Sales Journals, Cash Receipts Journal and Cash
Payments Journal) and two subsidiary Ledgers ( Accounts Receivable Subsidiary Ledg-
er and Accounts Payable Subsidiary Ledger) in addition to the General Journal and the
General Ledger. It is the company’s accounting policy to require the accountant to use
the following two special journals only for some special purposes:

® Purchases Journal (PJ]) —to record all purchases of merchandises on credit.

® Sales Journal (SJ) —to record all sales of merchandises on credit.

oJ]-



