Financial Accounting - 528 - MBA

Second Assignment


	Q-1

	A brother and sister, Jaffer and Rehana, are starting separate businesses. Jaffer has learned furniture building, repair, and refinishing. For the past three years, he has worked for a furniture refinishing shop. In six months, Jaffer plans to open a small business - Jaffer's Refinishing Shop. His business will repair and refinish furniture and will also build furniture on special order.



	
	Rehana has passed MBA from AIOU and plans to open an accounting office. She will work as an accountant for small businesses, prepare and file tax returns, and provide consulting services.



	+
	Who will need more assets to start a business, Jaffer or Rehana? explain.


	
	In my opinion, Jaffer will require to have more assets in cost and quantity for operation of a Furniture - building,  repairing and refinishing Shop, as compared to Rehana.



	
	
	
	Because this form of business usually requires more assets in cost for its operation.  Assets are given as under:



	
	
	
	Financial Assets - Cash or those assets which are easily and directly convertible into known amount of cash to meet the daily expenses.

Inventory - Raw Material - for preparation of products.

Fixed assets - building, showroom, workshop, machinery, tools, furniture, fixture or vehicles. - that are used to provide product but also to support or house its operation.



	
	
	
	Rehana is MBA and plans to open an accounting office and will work as an accountant for small businesses.  Therefore, for this purpose Rehana will 

	
	
	
	require only to have an office place, furniture, fixtures, office equipment and cash or cash at bank to run the office.



	Q-2
	Tahir plans to open his own men's clothing shop. He has worked for five years as a sales officer at Bombay Cloth Traders. In addition to gaining sales experience, Mr. Tahir learned about men's fashion trends and how to work well with people. Baber Rahim, the owner of the shop, also taught Mr. Tahir how to keep accounting records, Under Mr. Baber's guidance, Mr. Tahir gained valuable experience.



	+ a.

	What advantages does Mr. Tahir have as an employee that he will not have when he becomes the owner of his own shop?
	
	Mr. Tahir has the following advantages as an employee:

•
He will not provide any capital or assets to the business.

•
He is not liable for the debts of the business.

•
He is responsible only for his duties as sales officer and not for all the business.



	
	
	
	•
In the event of loss in the business, he will be paid his full salary.

•
He can easily leave his job as compared with owner.



	+ b.

	Why might Mr. Tahir prefer to own a business rather than be an employee?


	
	He has the following privileges as owner.

•
Whole profit of the business will go into his pocket.

•
He is his own boss and has full flexibility and freedom of action in the business.



	
	
	
	•
He will take a great personal interest in his business because he will receive maximum amount of incentives for his every efficiency in his business.



	
	
	
	•
He is free from job security risk.

•
Every success in his business is his own success.



	+ c.
	What assets will Mr. Tahir need when he starts his own men's clothing shop?
	
	To operate “Men’s Clothing Shop”, the following types of assets are required:



	
	
	
	•
Fixed Assets:


Fixed assets are the tools of the business e.g. building, machines, showroom, fixtures, vehicles, etc.



	
	
	
	•
Current Assets:


These assets consist of cash, and items that can be converted into cash in short period of time.  Examples are money on hand and banks account, inventories, and merchandise to be sold.



	Q-3
	Mr. and Mrs. Ghafoor operate an automobile service station and an attached diner. Mr. Ghafoor sells gasoline oil, tires, and other automobile supplies. He also fixes flat tires, lubricates cars, and does repair work. Mrs. Ghafoor operates the diner. She has breakfast and lunch on menu, and she keeps the diner open the same hours as the service station from 8 a.m. to 5 p m Mr. Ghafoor had enough time in past to do the repair work, when Mrs. Ghafoor had extra time to help out in the service station with customers service. As business flourishes Mr. Ghafoor finds that not only he has to do the repair work 

	

	but also to attend customers. Mrs. Ghafoor's diner has become a favourite place for breakfast and lunch. They must decide whether they should employ a full time helper, limit the repair work, reduce customer services or close the diner.



	
	Now separate records of revenue from the various phases of the business have been kept. All revenues from customer service and repairs as well as from the diner, are shown in one account. 



	+ 

	Suggest Mr. Ghafoor what to do, for keeping accounting records & accounts of his concern?


	
	As the business has been flourished, therefore, Mr. Ghafoor is in need to adopt double entry system of accounting based on complete accounting cycle for his own concern in the following manner:



	
	
	
	Accounting Cycle:

•
Journalize transactions.  Enter all transactions in the journal.

•
Post debits and credits from the journal to the proper ledger accounts.



	
	
	
	•
Prepare a trial balance. Prove the equality of debts and credits in the ledger

•
Make end of period adjustments.  Draft adjusting entries in the general journal, and post to ledger account.



	
	
	
	•
Prepare an adjusted trial balance.  Prove again the equality of debts and credits in the ledger.

•
Prepare financial statements and appropriate disclosures.



	
	
	
	•
Journalize and post the closing entries.  The closing entries “zero” the revenue, expense and drawing accounts, making them ready for recording the events of the next accounting period.



	
	
	
	•
Pre an after-closing trial balance.  This step ensures that the ledger remains in balance after posting of the closing entries.



	
	
	
	Accounting Practice:

The accounting practice will go as follows:


In the balance sheet total owner’s equity is represented by the balance in the owner’s capital 

	
	
	
	
account.  Investments of assets by the owner are recorded by crediting this account.  Withdrawals of assets by the owner are record by debiting the owner’s drawing account.  At the end of the accounting period, the drawing account, and also the Income Summary account, are closed into the owner’s capital account.



	
	
	
	This record will be available for Mr. Ghafoor for the following purposes:

•
Establishing accountability for the assets and/or transactions under an individual’s control.

•
Keeping track of routine business activities.



	
	
	
	•
Obtaining detailed information about a particular transaction.



	
	
	
	•
Evaluating the efficiency and performance of various departments within the organization.



	
	
	
	•
Maintaining documentary evidence of the business activities e.g. for tax returns.



	Q-4

	Time and Tune Repair Shop cleans and repairs antique clocks. Chaudhry Bashir is the owner and manager of the business with two employees. Time & Tune also provides a pickup and delivery service to offices and residences. Customers like this service.



	
	Chaudhry Bashir keeps his own accounting records. He uses one revenue account to record all revenue and one expenses account to record all expenses. However, he believes that his system is not giving him the information required about revenues and expenses.



	+ a.

	What are the various expenses involved in this business?


	
	Expenses are the costs of the goods and services used up in the process of earning revenue.

The following expenses are involved in this business:



	
	
	
	•
Cost of employees salaries;

•
advertising;

•
rent;

•
utilities;

•
and the gradual depreciation of such assets as buildings, automobiles, and office equipment.



	+ b.

	Why would it be useful to the manager to know the amount received from each source of revenue and spent for each type of expenses?
	
	To know the amount received from each source of revenue and spent for each type of expenses is useful for the managers because this data is used by them in planning and controlling business operations.  Managers are in need of information about daily, weekly, and monthly performance.  These information covers more detailed than the information contained in a formal 

	
	
	
	income statement.  Managers may compare the revenue and expenses of individual departments with such standards as past performance, budgeted performance for the current and future periods, and the performance of other departments.



	+ c.

	What plan would you suggest to make the financial records and how the total of each major item of revenue and expenses would be maintained.
	
	During the course of an accounting period, a great many revenue and expense transactions occur in the average business.  To classify and summarize these numerous transactions, a separate ledger account is maintained for each major type of revenue and expenses.  Revenue accounts are usually much less numerous than expense accounts.



	
	
	
	Revenue and expense accounts are closed at the end of each accounting period by transferring their balances to a summary account called Income Summary.



	Q-5

	Shazia Noreen has been conducting ceramic lessons at her home for her family and friends. Recently, She decided to go into business and advertised to give lessons for a fee. She seeks your help in setting up accounting records. 



	+ 

	What financial information would you need from her to determine the business assets, liabilities, and owner's equity? 


	
	Assets:

Assets are economic resources that are owned by a business and are expected to benefit future operations.  To determine the assets in a business the cost of the following items, if she has, are required:

•
Tools of the business e.g. office building, equipment, furniture, fixtures, vehicles, etc.



	
	
	
	•
Cash, and items that can be converted into cash in short period of time.  Examples are money on hand and banks account.



	
	
	
	Liabilities:

Liabilities are debts.  To determine the liabilities in a business information about the following dealings are required:



	
	
	
	•
All the accounts payable, notes payable and unearned revenue.



	
	
	
	Owner’s Equity:

•
Owner’s equity represents the owner’s claim to the assets of the business.  To determine her equity in the business, information about her claim in the business is required.  As owner’s equity is always equal to total assets minus total liabilities.



	+ 

	What account would you suggest? 
	
	In an accounting system of a business includes a separate record of each item that appears in the balance sheet.  A similar record is kept for every other asset, every liability, and for owner’s equity.  The entire group of accounts is kept together in a ledger.


	+ 

	What other advice would you give her? 


	
	The basic purpose of accounting is to provide decision makers with useful information in making economic decision.  Everyone who participate in economic activity uses accounting information.  Almost everyone also generates accounting information, in income tax returns, loan applications and also as part of a job.  Accounting is the language of business.  It is difficult to participate effectively in the business world if you do not speak the language.



	
	
	
	However, if you face any problem in determining the true picture of the financial position of your business, please consult any qualified accountant.



	+ 

	Where can she find additional information?


	
	Information regarding accounting are provided in Pakistan by Chartered Accountants, Cost and Management Accountants for the purposes of maintaining of accounting, preparation of financial statements, auditing, income tax returns and management advisory services.



	Q-6

	Mr. Khan owns a restaurant. Since a new housing scheme is being built nearby, he expects an increase in business. He wants to add more seats and larger kitchen so that his customers will not have to wait. In order to expand, Mr. Khan wants to borrow Rs. 5,000,000 from a bank and applies for a loan. With the application he encloses a letter which says that his business is estimated to be worth of 15,000,000. The bank replies that it cannot make a decision about the loan. It needs information about the revenues and expenses of the business and a list of assets and liabilities of the business.



	+ a.

	Why does the bank want a list of the assets and liabilities to the business before making any decision about the loan? 


	
	A Balance Sheet which consists of a listing of the assets and liabilities and owner’s equity of a business, shows the financial position of the business.  To take decision about the loan, it is essential to know the financial position of the business so that debt-paying ability can be determined.



	+ b.
	What financial statements should Mr. Khan have sent with his loan application?


	
	•
Income Statement;

•
Owner’s Equity; and

•
Balance Sheet.

These relevant accounting reports that concisely summarize the current financial position of an entity and the results of its operation for the preceding year.



	+ c.
	Why is the bank interested in the income statement?


	
	Income statement summarizes the profitability of the business entity over a specified period of time and net income is determined.  The banks are interested in Income Statement to measure the economic performance of the business and to judge how well it is doing.



	+ d.
	What factors other than those shown on the financial statements do you think the bank will consider in determining whether approve the loan or not?


	
	The banker must be very careful while financing various projects.  If the ventures which he is financing are not viable then he will lose the bank’s money.  Therefore, banker has to do a great deal of thinking and homework before he allows finances.  To ensure safety he looks solvency and profitability of the business as well as the following:

•
character of the person desirous to obtain finances.



	
	
	
	•
previous record of his relationship with the bankers or creditors.

•
Capacity to honour his commitments and management ability.

•
The financial viability of the project.



	+ e.
	What other factor should Mr. Khan consider before he decides whether or not to expand his business or not?


	
	Before taking any decision with regard to expansion in the business, Mr. Khan should consider the following aspect:

•
Assessing and identifying the actual financial needs of the business.
•
Seeking profitable uses of funds.

	
	
	
	•
Calculating to achieve higher profit by borrowing.

•
Risk is the variation in the outcome of a decision.  Large returns usually indicate high risks.  Risk is under taken according to the financial strength of the business.

•
Timing of financial needs must be determined because it greatly effects the investment decision.



	Q-7

	Pervaiz owns and operates a pet store. He keeps a bank account into which he deposits cash received and from which he pays invoices. His Cheque book is the only accounting record he maintains. If there is a larger balances in the bank account at the end of the year than the beginning he assumes that his business has had a net income. If there is a smaller balance in the bank account, he assumes that his business has had a loss. For example, at the beginning of last year the bank account had a balance of Rs. 860,000. At the end of the year the balance was only 600,000. Thus Mr. Pervaiz assumed that his business had lost Rs.126,000 during the year.



	+ a.

	Do you agree that the business had a net loss for the year? 


	
	No I’m not because this is not a way to determine the net income or loss of a business.

	+ b.
	Would it be possible for the bank account to have decreased and yet for the business to have a net income during the year? Explain.


	
	Net income/loss over a specified period of time is always equal to Revenues minus expenses of the specified period of time of a business whereas a cheque book does not indicate such transactions.

The Bank account may be decreased due to the following reasons that do not change the net income:



	
	
	
	•
withdrawal by the owner for his personal use;

•
paid in advance; and

•
purchase of assets.



	+ c.
	What information would Mr. Pervaiz need in order to learn whether the owner's equity actually increased or decreased during the year?


	
	The increase in owner’s equity resulting from profitable operations usually is accompanied by an increase in total assets, through not necessarily an increase in cash.  In some cases, however, an increase in owner’s equity is accompanied by a decrease in total liabilities.



	+ d.
	What types of transaction are not shown in the Cheque book?


	
	Cheque book only shows the withdrawals and deposits.  To determine the profitability of the business, it is essential to record every events that cause an immediate change in the financial position of an entity and that can be measured objectively in monetary terms.



	+ e.
	Does Mr. Pervaiz need a journal? Give your reasons.


	
	It is essential for Mr. Pervaiz to have a Journal because it provides:

•
all information about a transaction in one place with an explanation of the transaction.

•
a chronological record of all the events in the life of a business.

•
help to prevent errors.

	
	
	
	

	Q-8

	Waqar has got excellent accounting knowledge. He is the accountant for Ghani Autos, a gas station and auto repair shop. His work involves all phases of accounting and manual data processing.



	
	Ghani Autos is expanding its repair services in March. As a result of the expansion, the present manual method of processing account data is inadequate. Mr. Waqar, recognizing the need to keep appropriate accounting record, recommended the owner to purchase the electronic data processing equipment. As a result, Mr. Waqar was given approval to purchase the electronic accounting equipment and to make any changes in business forms.



	+ a.

	Will the accounting concepts and principles change when electronic data processing equipment is used. Why or why not?


	
	The concepts and procedures involved in the operation of manual as well as computer based accounting system are essentially the same.  As the computer perform mechanical tasks with great speed and accuracy.  It can eliminate the need for copying and rearranging information which already entered into its system and also eliminate the paper work involved in the operation of an accounting system.  However, they do not eliminate the need for accounting personnel who can analyze business transactions and explain these events in conformity with generally accepted accounting standards.



	+ b.
	Which step in the accounting cycle (originating data or journalizing transaction) will show the greatest change in business forms? Explain your answer.


	
	In accounting cycle which is the sequence of accounting procedures applied in recording, classifying and summarizing accounting information, begins with the occurrence of business transactions and concludes with the preparation of financial statements, journalizing in Journal shows the greatest change in the business forms.  Because it has the following:



	
	
	
	•
Journalizing/originating data in both manual or computer based accounting systems is the first successful step.

•
All accounting system is based on journalizing/originating data.



	
	
	
	•
It shows the complete story of events in business life;

•
Any mistake in ledger can be easily detected with its help.

•
Authentication of all other procedures of accounting cycle based on correct journalizing.



	+ c.
	Is an opening entry necessary when Ghani Autos converts to electronic data processing equipment for accounting records? why or why not?


	
	Conversion of manual accounting system into electronic data processing accounting system does not require an opening entry afresh.

Opening entry is made in the accounting system whether it is manual or computer based, in the start of an accounting period so that profitability of a business entity over a specified period of time can be determined.
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