
 

Chapter 14  
Analysis and interpretation of financial  
reports   

14.1  
The double-entry system is based on a number of accounting assumptions or conventions and on a number of qualitative 
characteristics.  

The main assumptions that have common acceptance are:  
• accounting entity assumption  
• monetary assumption  
• historical cost assumption  
• continuity (going concern) assumption  
• accounting period assumption.  

The main qualitative characteristics of financial information in general purpose financial reports, which are commonly 
accepted as being desirable, are:  
• relevance  
• reliability  
• comparability  
• understandability.  

14.2  
When reading or using information from an accounting report, it is important to be aware that the report is prepared in accordance 
with certain laws, standards, assumptions and characteristics, as all of these affect the usefulness of the information contained in the 
report for decision-making purposes.  

Two assumptions that cause particular problems or conflicts, and may limit the usefulness of the final reports, are: 
• Accounting period—The adoption of the accounting period assumption sometimes conflicts with the continuity 

assumption, and leads to a degree of estimate and subjective opinion being included in the reports. Doubtful debts, 
depreciation and inventory valuations are particularly affected, along with any items that require balance day adjustments. 
Thus, this assumption, to some extent, makes the information in both Income Statements and Balance Sheets less reliable and 
comparable.  

•  Historical cost—The strict adoption of the historical cost assumption means that many assets are recorded in terms of their 
historical cost, although their true value may be quite different. It also means that no attempt is made to cater for changes in 
money values—a serious problem in times of price-level changes. It particularly affects inventories, investments, and property, 
plant and equipment, and many expenses related to these items. Historical cost thus lessens the degree of relevance and 
understandability of the financial information in accounting reports.  
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14.3  
 

Aspect Limitation Applicable  Brief explanation of issue 
assumption or  
characteristic 

Balance Sheet 

Inventory figures Accuracy Accounting period Based on accuracy of stocktake. 
Estimation Historical cost Based on ‘lower of cost or net  

realisable value’ rule.  
Based on differing meanings of  
cost.  

 
Depreciation Estimation Accounting period Life of the asset and residual value  

used in calculations are estimates, and 
different methods can result in widely 
differing depreciation figures in any 
one year.  

 
Doubtful debts Subjectivity Accounting period A subjective estimate is made  

Estimation of those debts that might prove  
irrecoverable.  

 
Taxation Estimation Accounting period Company tax is estimated at  

the end of the period, and later  
decisions as to allowability of  
deductions or assessibility of  
income may alter the actual tax  
paid when due.  

 
Price changes Change in  Historical cost Inflation and changes in the  

purchasing power  purchasing power of money makes  
of money comparability between periods  
Additivity difficult. 

Most revenue is current, but some 
expenses (such as depreciation and cost 
of goods sold) may be much older 
figures, while others (such as wages) 
are current figures.  

 
Profit or loss Manipulation Accounting period Decisions about how much  

depreciation should be written off in a 
particular period depend upon the 
method chosen.  
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Aspect  Limitation 
 
 

Balance Sheet 

Accounts  Subjectivity 
receivable  Estimation 
 
 
 
Inventories  Accuracy 

Estimation 
 
 
 
 
 
 

Stores  Accuracy 
 
 
 
Investments  Accuracy 

Inconsistency 
 
Property, plant  Accuracy 
and equipment  Estimation 

Relevance 
 
 
 
 
 
 
 
 
 
 
 
Intangible assets  Valuation 

Inconsistency 
Subjectivity 

 
 
 
 
 
 

Liabilities  Accuracy of 
valuation 
Estimation 

 
 
 
 

Applicable  Brief explanation of issue 
assumption or 
characteristic 

 
 
 

Accounting period  Estimation of provision for 
doubtful debts reduces usefulness 
of figures for accounts receivable as 
to what will actually be collected. 

Accounting period  Cost is generally well below net 
Historical cost  realisable value. 

Difficulty arriving at actual 
figures, differences of opinion on 
appropriate methods of valuation, 
and degree of estimation in 
calculation. 

 
Materiality  Written off as an expense as 

immaterial, rather than capitalised 
and shown as assets. 

 
Historical cost  Generally recorded at lower of cost 

and net realisable value. 
 

Historical cost  Such assets are generally recorded 
Accounting period  at their historical cost, even 

though they may be worth 
much more in terms of service 
potential or realisable value. Even 
businesses that do revalue these 
assets every three years rely on an 
estimation of their value. 
Accumulated depreciation, which 
is estimated each year and is 
deducted from this cost, is a 
further element of estimation. 

 
Accounting period  Inconsistent treatment, as some 

are recorded at cost and written 
down over a specified period, 
while some are subjectively valued, 
and others are not recorded at all. 
Seldom true value to the business 
in terms of service potential or 
realisable value. 

 
Accounting period  May be small inaccuracies with 

provision for tax and balance day 
adjustments, due to estimation 
and opinion. 
Treatment and valuation of 
leaseholds and contingent 
liabilities cause some concerns.  
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Aspect  Limitation  Applicable 
assumption or 
characteristic 

Balance Sheet (contd) 

Owner’s equity  Accuracy  Historical cost 
Estimation  Accounting period 

 
 
 
 
 
 

Price changes  Changes in  Historical cost 
purchasing power 
Comparability 
Additivity 

 
 
 
 
 
 

Financial  Manipulation  Accounting period 
position 
 
 
 
 
 
 

Cash Flow Statement 

Cash flows  Liquidity and  Accounting period 
solvency 

 
 
 
 
 

Cash flows  Manipulation  Accounting period 

Brief explanation of issue 

Due to estimates for such items  
as doubtful debts, inventories  
and depreciation, and the items  
described above, owner’s equity  
will be affected. Owner’s equity  
will not show the true net worth  
of the business. 

Comparability between years is  
difficult with items expressed in  
dollars with different purchasing  
powers. 
Most current assets are expressed 
in terms of current costs or values, 
while many non-current assets 
may be in out-of-date historical 
costs, causing additivity problems. 

Arbitrary decisions can determine 
whether items (such as research 
and development expenditure) 
are treated as an expense or an 
asset, and profit and asset figures 
can be manipulated to portray an 
inaccurate view of the business at 
a specific point in time. 

Cash position and flows are fairly 
objective, but do not reveal 
whether the business is solvent, 
and has sufficient liquidity in its 
assets to turn them into cash and 
meet all debts as they fall due. 

Cash receipts or payments can  
be arbitrarily moved from one  
period to another by delaying or  
prepaying items such as loans or  
interest, or the purchase of large  
assets, even though such decisions  
may not be in the best interest of  
the business itself.  
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14.4  
Relevance means that it must apply to the matter at hand, e.g. whether the information is suitable for a general purpose 

report or a specific report (such as Sales by Region). If it is to be relevant and useful, it must be significant and/or substantial in 
nature, and it must be timely. It must be meaningful and assist in making and/or evaluating decisions (such as whether the 
obligation of accountability has been discharged). It may confirm past information, or it may help to predict future events.  

Reliability means that information must be credible, trustworthy and dependable. To be reliable, information must faithfully 
represent events, and be free from bias and undue error. Generally, such information would be supported by adequate 
documentation, consistently prepared, and be able to be independently verified (e.g. by auditors). Sometimes, accountants can be 
accused of trying to ensure too much reliability, giving so much attention to concepts such as prudence, conservatism and 
objectivity, that they might end up with information that badly understates profits and assets, and is therefore not really accurate, 
useful or relevant. What is needed is a reliable but realistic approach in deciding what information is included in financial reports.  

Materiality refers to the importance of an item to a particular entity. Information may be relevant, but, for reporting 
purposes, immaterial to the entity because of the relative size of the item or event, and so would not be reported. Materiality is thus 
a relative concept. Judgement is required to decide whether something that may be material for one entity may be immaterial for 
another. Thus, even though accounting records must be kept in an accurate fashion, published reports may delete immaterial 
information. For example, cents are ignored or rounded to the nearest dollar, and even dollars may be rounded to the nearest ten, 
hundred, or thousand dollars in larger organisations.  

14.5  
A Balance Sheet does not usually show the true net worth of a business, therefore this statement is generally false. The Balance 
Sheet certainly shows a list of asset and liability balances at a particular date, but it does not accurately show the net worth of a 
business.  

If the statement in the question were true, the net worth of the business would be equal to the owner’s equity in the business, 
i.e. the difference between all the asset and liability balances at the date of the statement. But, because of the application of various 
accounting assumptions or conventions, in addition to certain laws, standards and qualitative characteristics, such a report has a 
number of limitations.  

A Balance Sheet prepared under the historical cost assumption generally does not even attempt to provide a figure for the 
value of the assets to the business, either in terms of service potential to the business, or in terms of realisation value. Unless a 
business decided to value its assets every three years, assets are not listed at the price the business could sell them for, or how much 
they will earn the business. They are generally listed at historical cost (less accumulated depreciation). This limits the usefulness of 
the statement in the eyes of people who would use it as a statement of value or net worth. Inventories, investments and other 
financial assets, property, plant and equipment, and even intangible assets are often not accurately valued, taking no account of 
price changes, changes in the purchasing power of money or other relevant events affecting the value of assets over a period of 
time.  

When the effect of the application of the accounting period assumption on items such as doubtful debts, depreciation, stocks 
or stores of consumable items, provision for tax, and a number of other balance day adjustments is added, the owner’s equity itself 
becomes somewhat inaccurate, irrelevant and unreliable for the purposes of measuring net worth.  

Finally, the application of specific laws and standards tries to prevent the manipulation of results by unscrupulous persons 
and to ensure accuracy and reliability of information. But these are not always entirely successful or satisfactory, and may even, in 
some cases, be the cause of some of the limitations mentioned above.  

In summary, all of these points mean that the statement or claim that the Balance Sheet shows the net worth of a business at 
a particular date must be viewed as false. Given the continuity (going concern) assumption, the only time that all businesses would 
attempt to value its assets and liabilities at their realisable value would be when the business is sold or wound up.  
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14.6  
Despite all the safeguards built into accounting and the preparation and presentation of its reports in the form of laws, standards, 
conventions and desirable characteristics expected, there is still some leeway for unscrupulous people to manipulate the financial 
statements of a business for their own benefit. This is possible wherever there are alternative treatments, judgement, opinion and 
estimation.  

Doubtful debts  
This is a figure that involves estimation. Following the accounting period assumption, a subjective judgement is made as to 
those debts that might prove irrecoverable. This subjectivity will influence the amount of the bad and doubtful debts expense and 
will therefore affect the profit figure and the figure for accounts receivable. If the figure for doubtful debts is overstated, profit and 
accounts receivable will be both below their actual level, and ‘secret reserves’ will be created. More usually, however, an 
unscrupulous person would ignore some doubtful debts until such time as it is impossible not to acknowledge them. This will 
overstate profits and accounts receivable, making the business appear to be doing better than it actually is.  

Depreciation  
The depreciation figure also involves estimation. The calculation of the depreciation figure in any year includes three factors: the 
cost of the asset, its estimated life and its estimated residual value. The last two of these involve a degree of estimation. Different 
methods of calculating the depreciation—such as straight line, diminishing balance, units of use, sum of the digits, or appraisal 
methods—can also result in widely differing depreciation figures in a particular year. To decrease profits and assets, an asset’s life 
could be understated, its residual value could be understated, and an accelerated method of depreciation (such as diminishing 
balance) when another method might be more suitable. More usually, however, an unscrupulous person would wish to artificially 
increase profits and assets by understating depreciation. This could be done by overstating an asset’s life and residual value, and 
choosing a method of depreciation that depreciates the asset less quickly during the period in question. The person has not done 
anything technically wrong in terms of the accounting standards. However, profit and assets will not reflect the real situation.  

Using such methods, one particular year or a few years can be manipulated. However, it should be noted that eventually any 
such manipulation will be rectified when the asset is fully depreciated and/or disposed of.  

Goodwill  
Many intangible assets are difficult to value and can be treated in very inconsistent and subjective ways, and are therefore subject to 
some degree of manipulation. Goodwill is no exception. Goodwill may be purchased with or by a business and, therefore, have a 
‘definite’ cost. However, in many other cases, although large amounts of goodwill could exist, they will not be recorded in the 
business’s books.  

There have, unfortunately, been many cases where an existing business has been purchased at an inflated cost, far above its 
real value. There may indeed be an element of goodwill—some intangible value for established clientele, etc. above the value of its 
net tangible assets. But how much is a matter of judgement and opinion. The extra paid will be recorded in the purchasing 
business’s books in the goodwill figure. But this may be two or three times its real value, and will effectively ‘water down’ the value 
of capital in the business. The business may not be worth what its net worth figure would indicate. Decisions based on these 
inflated figures may well be poor ones. An owner or shareholder could, on the basis of this inflated value of the business, decide 
(be manipulated) to hold or buy more shares in a business that is really worth much less than it would appear. Creditors or 
investors could lend or extend unwarranted credit to this business. When the problem is eventually revealed, they will find they 
hold assets worth far less than they thought. This is why some ratio calculations exclude intangible assets (see Lincoln debt ratio).  

Research and development  
This is a further case where arbitrary decisions can influence or manipulate results. A decision must be made with research and 
development expenditure as to how much of it is a cost or revenue expenditure for the business and subtracted from profit, and 
how much of it should be capitalised and included in the Balance Sheet as an asset, to be written off over a number of years.  

As an example, suppose a firm spent $500 000 on research and development. Some might argue that is an expense and so the 
whole amount should appear in the Income Statement. Others might argue that the benefits of the research will be felt over several 
years and so the $500 000 should be capitalised and amortised over several years. Whatever the decision, the figures in the financial 
reports are going to be affected. If an unscrupulous person wished to portray a particular view through the financial reports, it is 
decisions like this where manipulation can occur. For example, if an unscrupulous manager were promised a bonus for higher 
profits or building up a business’s assets, then capitalising the expenditure would be their desired approach.  
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14.7  
a The purpose of the article is to advise investors about how to protect themselves from losing their money by investing 

in businesses that may fail due to dishonesty of executives in preparation and presentation of their financial results and 
reports.  

b  - Worldcom did not follow the matching principle correctly, and boosted its profits by capitalising some expenditures 
as assets rather than treating them as current expenses as it should have done.  

 - Bond Corporation also did not follow the matching principle properly and showed some expenditures as brand 
development capital costs rather than current marketing costs.  

 -  Xerox confessed to taking profits upfront on contracts instead of matching them against expenses in the years over 
which the contracts ran.  

 - Enron did not follow disclosure rules, hiding derivative energy contracts by pretending they had been sold to arms-
length parties, while they were really passed to related entities, and not shown on Enron’s Balance Sheet.  

 -  Harris Scarfe management purposely fudged accounting figures, and again the independent auditors failed to 
discover this dishonesty.  

 - The State Bank of South Australia board of directors could not control their executive director, who should have 
been accountable to them.  

c  The author’s opinion of auditors is rather low. He does not think they carried out their roles properly, often missing 
dishonesty and being too influenced by management and directors, rather than doing a careful independent check of 
everything in the books. He thinks they should be sued for failing to do their jobs properly. However, auditors are 
watchdogs not bloodhounds. Can they find all these things when some management or directors are determined to hide 
the true results and the accounting profession allows for judgement and differences of opinion in treating certain items? 
What is your view?  

d Should auditors and directors who fail in their duty to control, correct or report these situations be sued, and executives 
and/or directors who are dishonest be placed in prison and be made liable to repay any benefits obtained dishonestly?  

e Should the accounting profession establish more safeguards? Does it need tighter standards and laws that do not allow 
alternative treatments based on opinion and arbitrary decisions? Should incompetent accountants be expelled from the 
profession? Will ethics, education and self-control by the profession be sufficient?  

f  Student investigation will reveal that most of these companies failed, with major losses to creditors, investors, bankers, 
employees and shareholders.  
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14.8  
a  Profits and cash flow are related, but are definitely not the same thing. Both are required to have a successful business, 

certainly in the long term, although in the short term it is possible to have one without the other. Profit is the difference 
between revenue and associated expenses for a period, not all of which are represented by cash movements. Cash is the 
difference between receipts and expenditures, which may include more or less than revenues and expenses. Differences 
between these two measures would be caused by items such as accounts receivable, accounts payable, accruals, 
prepayments, depreciation and amortisation, and the purchase and sale of capital items, which might be included in one 
measure, but not in the other due to differences in definition, and differences between cash and accrual accounting. Cash 
can be objectively measured at any time in the life of the business, but profit can really only be finally measured completely 
accurately when the business is eventually wound up.  

b  This sentence implies that cash flow and profitability are the same thing. The first part is no doubt correct—a key 
determinant of a company’s ongoing viability is its ability to generate profits. Without profits, it will have a limited 
expected life. But then, without any explanation (just an assumption that cash flow equals profitability), the authors say 
that an investor needs companies that have solid cash flow. To make the statement correct, more explanation of the link 
or relationship between cash flow, profitability and insolvency would be needed, especially relative to the time period 
being considered. It is possible to have good cash flow, but poor profitability in the short term. It is possible to have good 
profitability, but to have poor cash flow in the short term. But for long-term solvency and viability, a company needs both 
good cash flow and good profitability. Perhaps a more correct statement would be: ‘A key determinant of a company’s 
ongoing viability is its ability to generate profits, and this requires solid cash flow. Clearly, a company that cannot post 
profits has a limited life expectancy. To post good profits in the longer term and to avoid insolvency, solid cash flow is 
needed. Thus, for investors to give themselves the safest and the best opportunity to gain from investing in listed 
companies, they need companies that have both good profitability and solid cash flow.  

c  Financial health is related to a company’s level of insolvency risk, and is measured by the CFBCL ratio, which is Cash 
Flow (CF) Before Tax to Current Liabilities, i.e. 

Cash flow (CF)  =  Net profit (before tax) + Depreciation + Amortisation 
Current liabilities  Current liabilities 

 This ratio measures a company’s ability to meet its short-term commitments from cash flow. 
d The two companies used to illustrate the effectiveness of the financial health ratio are One.Tel (which had CFBCL ratios 

of -0.51 and -0.61) and Pacific Dunlop (which had a ratio of 0.198) both below the target of 0.24, and indicating probable 
and possible financial problems.  

e  There would be some support for describing the ratio in terms of profitability. The authors, supported by research, 
certainly claim that the CFBCL measures profitability, and therefore might call it the Lincoln Profitability Ratio. But 
because of the comments above relative to the relationship between cash flow and profitability, it would not seem 
completely accurate. They are closely related in the short term, but are not the same thing. It is probably more accurate to 
describe it as the Lincoln financial health ratio as it indicates the ability to meet current liabilities similar to the current and 
quick ratios.  

 

14.9  
a Gearing means the degree of reliance on borrowed funds. Funds come from internal sources (owner’s equity—

contributed by the owners and generated by the business itself) and external sources (borrowings of various types). Too 
little borrowing (low gearing) may restrict the amount of funds available for growth and development of the business. Too 
much borrowing (high gearing) may increase debt and resultant interest payable beyond the capacity of the business, 
leading to financial problems, loss of control of the business by the owners, and perhaps eventual collapse. An appropriate 
(gearing) ratio of debt and equity will allow for growth and development and higher profitability.  

b  Seven ratios are calculated by Lincoln to identify financial health of a business. They claim the most important is the 
Lincoln financial health ratio (or profitability ratio)—CFBCL. The second most important is the Lincoln debt ratio 
(indicating gearing)—TLTAI.  

c  The Lincoln debt ratio (TLTAI) equals  

  Total liabilities  

Total assets - Intangible assets.  
d  One.Tel had a TLTAI of 0.68, and Pacific Dunlop had a ratio of 0.71. Both of these are just above the target of  0.66, 

indicating that they were becoming over-reliant on borrowings as a source of funds, and, hence, more susceptible to 
financial difficulties.  
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14.10  
a  To assist decision-making by interested parties, information in accounting reports is analysed to highlight relationships by 

calculating various financial ratios and percentages. These would be compared over time and trends observed, using three 
main types of analysis. They will also allow further comparisons with other firms and industries, and with industry averages or 
predetermined standards, if these are available. The three main types of analysis are:  
-  vertical analysis—the analysis of relationships between items or groups of items within the financial statements for one 

accounting period  
-  horizontal analysis—the analysis of relationships between items or groups of items within the financial statements for 

consecutive accounting periods  
- trend analysis—the analysis of relationships between items or groups of items within the financial statements for a 

period of three or more years.  
b  Measures of earning capacity or profitability: 

-  gross profit ratio 
-  net profit ratio 
-  rate of return on owner’s equity 
-  rate of return on total assets (or total funds) ratio. 

c  Measures of financial stability: 
- current (or working capital) ratio  
- quick asset (or acid test) ratio  
-  Lincoln financial health ratio  
-  equity ratio  
-  debt ratio  
- Lincoln debt ratio  
-  times interest earned (interest cover).  

d  Measures of the effectiveness of certain management policies: 
- rate of turnover of inventories 
- rate of turnover of book debts or accounts receivable.  

14.11  
Comparative financial statements provide information in side-by-side columns for two (or occasionally more) accounting periods. 
The Corporations Act stipulates that companies must provide figures for both the current and the previous year for comparative 
purposes, so this format is followed by most businesses. Such statements thus assist comparison and analysis (especially horizontal 
analysis) of relationships between items or groups of items within the financial statements for consecutive accounting periods.  
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14.12  
Accountants and the users of financial reports have developed a series of special calculations that show more clearly 
the structural relationships between items in the financial reports. These are usually called financial ratios. They 
should be compared over time, and trends observed. They will also allow further comparisons with other firms and 
industries, and with industry averages or predetermined standards, if these are available. These financial ratios help to 
indicate:  
• earning capacity or profitability  
• financial stability  
• effectiveness of certain managerial policies.  
 
Measures of earning capacity or profitability  

Gross profit ratio  
The gross profit ratio is the ratio or percentage of gross profit to net sales.  
 Gross profit  x 100  

Net sales  
It indicates the margin of profit available to cover expenses.  

Net profit ratio  
The net profit ratio is the ratio or percentage of net operating profit to net sales.  
 Net profit  x 100  

Net sales  
It shows how much of each dollar of sales represents net operating profit. It clearly indicates the margin of 
profitability of the firm.  

Rate of return on owner’s equity  
The rate of return on owner’s equity is the ratio or percentage of net operating profit to average owner’s equity 
 over the period.  

Net profit  x 100 
Average owner’s equity  

This ratio indicates the rate of return on owner’s equity invested in the business.  

Rate of return on total assets (or total funds) ratio  
The rate of return on total assets ratio is the ratio of net operating profit plus interest expense to total assets (or 
owner’s equity plus liabilities).  

 Net profit + Interest expense  x 100  
 Average total assets  

This ratio indicates the rate of return on all funds or assets employed. It therefore gives a better indication of the 
earning capacity of the business than the return on just owner’s equity.  

Measures of financial stability  

Current (or working capital) ratio  
The current (or working capital) ratio is the ratio of current assets to current liabilities. The ratio is 
expressed as:  

Current assets  
Current liabilities  

It indicates the ability of the business to meet its debts as they fall due in the short term.  

Quick asset (or acid test) ratio  
The quick asset (or acid test) ratio is the ratio of ‘quick assets’ to ‘quick liabilities’. This ratio is expressed as:  
 Cash assets + Receivables  

Current liabilities  
This ratio indicates the business’s ability to meet its immediate financial obligations. Together, the current ratio and 
the quick asset ratio indicate short-term financial stability and are therefore sometimes seen as measures of 
liquidity.  
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Lincoln financial health ratio  
The Lincoln Financial Health ratio is the ratio of cash flow before tax to current liabilities:  

Cash flow  x 100 which is  Net profit + Depreciation + Amortisation  x 100 
Current liabilities  Current liabilities 

This ratio indicates how much cash is available to meet its short-term commitments. This ratio is a very strong indicator of 
the relationship between cash flow and profitability and the financial health of the business.  

Equity ratio  
The equity or proprietary ratio is the ratio or percentage of owner’s equity (or proprietor’s funds) to total assets or funds. The 
necessary calculation is:  

Owner’s equity  x 100  
Total assets  

The ratio indicates how the business is financed by revealing the percentage of total funds or assets provided from internal 
sources (i.e. owner’s funds). The rest of the funds or assets must be provided by outside liabilities.  

Debt ratio  
The debt ratio is the ratio of outside liabilities (debts) to total assets or funds. It is calculated as:  
 Total liabilities  x 100  

Total assets  
It indicates the percentage of assets or funds provided by external sources, whether there is an over-reliance on external (debt) 
funds, and whether the business will be able to meet its financial commitments in the longer term.  
 

Lincoln debt ratio  
The Lincoln debt ratio is the ratio of outside liabilities to tangible assets:  

Total liabilities  x 100 
Total assets - Intangible assets  

This is another more specialised indicator of the financial health of a business. It purports to show more clearly whether there 
is an over-reliance on external (debt) funds, and whether the business will be able to meet its financial commitments in the 
longer term.  

Times interest earned (interest cover)  
This ratio relates profit to interest expense. The ratio is expressed as:  
 Net profit + Interest expense  

Interest expense  
It indicates the ability of the business to meet interest payments from current profits.  
 

Measures of the effectiveness of certain management policies  

Rate of turnover of inventories  
The rate of turnover of inventories is the ratio of cost of goods sold to average inventories for the period. The relevant 
calculation is:  

Cost of goods sold  
Average inventories  

It measures the number of times during the period that average inventories are sold. (It may also be expressed as the number 
of days it takes to sell the average inventory.) This ratio is an indicator of the overall level of business activity and of inventory 
levels required to run the business efficiently (whether inventory levels are too high or too low).  
 

Rate of turnover of book debts  
The rate of turnover of book debts or accounts receivable is the ratio of net credit sales to average book debts (accounts 
receivable):  

Net credit sales  
Average accounts receivable  

It measures the number of times each period the accounts receivable are turned over, or how many days it takes to collect 
average book debts. This ratio indicates how quickly accounts receivable pay their debts, and helps the business judge the 
effectiveness of credit control and collection policies.  
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14.13  
Choice of six ratios, but should certainly include: a measure of profitability or return expected on the investment such as the rate of 
return on owner’s equity or the net profit ratio; a measure to see that the business can meet its short-term commitments, such as 
the current or quick asset ratio or the Lincoln financial health ratio; and a measure of its longer term financial stability, such as the 
normal debt ratio or the Lincoln debt ratio. Such ratios would be chosen because an investor would want to invest in a business 
that was financially healthy in every sense—with good earning capacity or profitability; financial stability in both the short and long 
term; and one where the management can effectively control the business and its future development.  

14.14  
a  Stockturn means turnover of inventories—the number of times during a measuring period that average  inventories are sold. 

Service stations have the highest average turnover at 40 times (with a range of 35 to 50),  while jewellers have the lowest 
average turnover at 2.5 times (2 to 3.5). This ratio indicates whether the goods held in stock ready for sale are sold quickly or 
whether they sit in stock for a long period waiting sale. It is an indicator of the overall level of business activity and of 
inventory levels required to run the business efficiently. If the rate of stock turnover is low, it indicates a low level of sales 
and/or a high level of inventories. How much cause for concern this is depends on factors such as the type of goods sold, 
profit margins achieved and  general economic conditions. Turnover can be improved if sales are increased, perhaps by 
reducing prices or advertising and marketing more. The ratio will also improve if the amount of stock carried can be reduced.  

b  Jewellers at 10% (4 - 12) have the highest average net profit margin of those businesses in this sample, while service stations 
have the lowest at an average of 2% (with a range up to 4%) and supermarkets at an average of 2% (range 1-3%). This ratio 
measures the net profit per dollar of sales, so the actual profit earned depends on sales. A lower ratio does not necessarily 
mean lower actual net profit. A low margin business such as a service station relies on the fact that its sales volume will be 
high (and its turnover fast) to make up for the low profit margin. If its sales are more than ten times those of the high-margin 
businesses such as jewellers, this will make up for the lower margin earned. In the same way, a low ratio does not necessarily 
mean a lower return on capital. This would depend on the actual net operating profit earned and the amount of capital or 
owner’s equity employed in the business.  

c  Student investigation will reveal that they have many items in both statements in common, but would also reveal many 
differences, e.g. jewellers and video shops would have relatively higher wages and occupancy costs (usually having rented 
premises in different types of shopping centres) than a service station. Activities and types of stock would be greatly different 
in each, with service stations being extremely varied in nature. Jewellers and video shops would have their various types of 
stock and shop fittings as their main assets, with very few accounts receivable. Service stations would carry large amounts of 
stock, may own or lease their large premises, have some shop fittings, but also large amounts invested in storage tanks, pumps 
and other equipment, and could have significant accounts receivable.  

d  Student investigation and preference as to type of business invested in should be supported by reasons based on: ratios; 
amount of experience, control and hands-on involvement required; expected returns; and amount of capital required.  
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4.15  

Watson Plumbing  
a  i  Current ratio  2007 = 2.86:1 

2008 = 2.08:1  

ii  Quick asset ratio  2007 = 1.59:1 
 2008 = 0.83:1  

iii  Turnover of inventories  2007 = 2 times per year 
 2008 = 2.59 times per year  

iv  Turnover of accounts receivable  2007 = 57.18 days 
 2008 = 38.78 days  

v  Equity ratio  2007 = 89.32% 
 2008 = 88%  

vi  Rate of return on owner’s equity  2007 = 4.2% 
 2008 = 4.74%  

vii  Rate of return on total assets  2007 = 3.51% 
 2008 = 4.2%  
b i, ii and v test the financial stability of the enterprise; iii and iv test the effectiveness of managerial policies in the areas of stock 

control and credit collection; vi and vii test the earning capacity of the enterprise.  
c Main points:  

i  Earning capacity is improving but still far too low. Major improvement must be achieved or alternatives investigated. It 
is a good idea to keep drawings restricted. 

ii  Financial stability of the firm is good, but declining in all areas. The quick asset ratio may indicate problems ahead. 
iii  Management policies are effectively improving the inventories and accounts receivable areas. Stock turnover is still slow 

but improving. There has been a marked improvement in collection time for accounts receivable.  
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14.16  
 

Pritchard Industries  
 Ratios  

Earning capacity  2008  2007 
Gross profit  40.28 %  40.38% 
Net profit  10.83 %   8.85% 
Return on owner’s equity  23.71 %  20.00% 
Return on total assets  13.52 %  11.11% 

Financial stability 
Current  1.12 to 1  1.17 to 1 
Quick  0.42 to 1  0.46 to 1 
Lincoln financial health  37.82%  34.17% 
Equity  45.75%  44.83% 
Debt  54.25%  55.17% 
Lincoln debt  54.25%  55.17% 
Time interest earned  4.90 times  4.29 times 

Management effectiveness 
Turnover of inventories  2.39 times  2.07 times 
Turnover of accounts receivable  73.00 days  91.25 days 

 
Comments for inclusion in report to Pritchard:  
1 Earning capacity has improved. Despite a fall in the gross profit ratio, the net profit ratio and returns on owner’s equity and 

total assets have increased. These are now very close to, or slightly above, industry averages.  
2 Short-term financial stability has not changed greatly, but is still a concern. Both current and quick asset ratios have decreased 

slightly, and the quick asset ratio is below the industry average. Due to the capital injection and the restriction of drawings, a 
slightly larger proportion of total funds is now provided by the owner. This is pleasing, and is now slightly higher than the 
industry average.  

3 Management effectiveness in the areas of inventory turnover and accounts receivable has improved but inventory turnover is 
still far too slow, taking 153 days (365/2.39), and this must be a cause of great concern. Even the turnover of accounts 
receivable of 73 days is still quite slow and further improvement must be achieved. Both are significantly worse than industry 
averages.  

4 A general improvement has been achieved in most areas, but further improvements must be achieved in some areas of 
management effectiveness.  
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4.17  
 
 
J Briggs  

Income Statement for year ended 30 June 2008 

$ $  % of sales 
Sales  120 000  100 
Less Cost of goods sold  80 000  67 
Gross profit  40 000  33 

Less Selling expenses  5 000  7 
Administrative expenses  8 500  4 
Finance expenses  3 000  16 500  3 
Net profit  $23 500  19 
 
 
 
 

Balance Sheet as at 30 June 2008 

$ $ % of total assets 
Current assets 
Cash at bank  4 000 
Accounts receivable  20 000 
Inventories  11 500  35 500 41 

Non-current assets 
Other financial assets 
Investments  15 000 18 

Property, plant and equipment 
Plant and machinery  35 000 41 
Total assets  85 000 100% 

Current liabilities 
Accounts payable  25 500 
Total liabilities  25 500 30% 
Net assets  $60 000 70% 

Owner’s equity 
Capital  36 500 
Add Net profit  23 500 
Total owner’s equity  $60 000 70% 
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Ratios  

Earning capacity  
Gross profit ratio  =  33.33% 
Net profit ratio  =  19.58% 
Rate of return on owner’s equity  =  48.7% 
Rate of return on total assets  =  27.49% 

Financial stability 
Current ratio  =  1.39:1 
Quick asset ratio  =  0.94:1 
Equity ratio  =  70.18% 
Debt ratio  =  29.82% 

Management effectiveness 
Turnover of inventories  =  6.96 times or 52 days 
Turnover of accounts receivable  =  6 times or 61 days 

(assuming all sales on credit)  

4.18  
 

W Richard & Co  
Comparative Statement of Financial Performance for years ended  

30 June 2008  30 June 2007 

$   $ % of sales  $   $ % of sales 
Sales  700 000  100.00  600 000  100.00 
Less Cost of goods sold  296 000  42.29  208 000  34.67 
Gross profit  404 000  57.71  392 000  65.33 

Less Selling expenses 
Advertising  8 000  4 000 
Sales salaries  150 000  158 000  22.57  100 000  104 000  17.33 

Administrative expenses 
Depreciation on motor vehicle  11 000  11 000 
Insurance  8 000  7 000 
Office salaries  120 000  139 000  19.86  103 000  121 000  20.17 

Financial expenses 
Interest on debentures  8 000  11.43  57 000  9.50 
Net profit  27 000  3.86  110 000  18.33 

 
Analysis and interpretation—main points for report:  
1 Both the gross profit and net profit ratios have declined. Sales have increased from $600 000 to $700 000. The rate of 

turnover of inventories has improved from 5.2 to 6.58 times per year. This is pleasing.  
2 Unfortunately, cost of goods sold has increased from 34.67 to 42.29 per cent of sales. Thus, the gross profit ratio has declined 

from 65.33 to 57.71 per cent.  
3 Selling expenses have increased from 17.33 to 22.57 per cent of sales. Administrative expenses have remained fairly constant 

at 20.17 and 19.86 per cent, and financial expenses have increased slightly from 9.5 to 11.43 per cent.  
4  The net profit ratio has declined quite dramatically from 18.33 to 3.86 per cent of sales—a worrying situation. 
5 Times interest earned has decreased dramatically from 2.93 to 1.34. It should be at least 3.  
6 The position of the firm is obviously worsening. Although sales and inventory turnover have increased, virtually all expenses 

have increased at a greater rate.  
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14.19  
a  

 

B Patterson  
Statement of Financial Position as at 30 June  

2008   2007 2006 

$ % of  $ % of  $ % of 
assets  assets  assets 

Assets 
Current assets 
Cash at bank  50 000    
Accounts receivable  95 000  85 000 90 000 
Inventories  120 000  80 000 100 000 
Accrued revenue  15 000  10 000 10 000 

280 000  28.6  175 000 20.0  200 000  25.0 

Non-current assets 
Other financial assets 
Government bonds  50 000  5.0  50 000 5.7  50 000  6.2 

Property, plant and equipment 
Land and buildings  340 000  350 000 300 000 
Plant and equipment  310 000  300 000 250 000 

650 000  66.4  650 000 74.3  550 000  68.8 
Total assets  980 000  100.0  875 000 100.0  800 000  100.0 

Liabilities 

Current liabilities 
Bank overdraft  -  80 000 40 000 
Accounts payable  68 000  71 000 67 000 
GST clearing (payable)  2 000  4 000 3 000 
Accrued expenses  5 000  4 000 5 000 

75 000  7.7  159 000 18.2  115 000  14.4 

Non-current liabilities 
Loan on mortgage  60 000  6.1  80 000 9.1  100 000  12.5 
Total liabilities  135 000  13.8  239 000 27.3  215 000  26.9 
Net assets  $845 000  $636 000 $585 000 
Owner’s equity  $845 000  86.2  $636 000 72.7  $585 000  73.1 
(OE = A - L) 

 
b  Financial stability measures  2008  2007  2006 

 Current ratio  3.73:1  1.1:1  1.74:1 
 Quick asset ratio  2.13:1  .60:1  .87:1 
 Equity ratio  86.22%  72.69%  73.13% 
 Debt ratio  13.78%  27.31%  26.87% 
c  The financial stability of the firm has shown a dramatic improvement in all areas in 2008 after a slight deterioration in 2007. 

The current ratio is very high at 3.73:1. (Indeed, this may be too high and show idle funds that could be put to better use.) 
The 2007 figure of 1.1:1 was very marginal. The quick asset ratio has followed this same trend due to a strong build-up in the 
cash position. The equity ratio of 86.22 per cent reveals more internal funds being used than in past years. The external debts 
of the firm have fallen greatly, with the loan being steadily repaid and the overdraft being wiped out altogether after a rise in 
the previous year. All in all, 2008 reveals a very stable financial position compared with the previous two years.  
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14.20  
 

P Emerson  
Income Statement for year ended 30 June 2008 

$ $  % of sales 
Sales  1 300 000  100.0 
Less Cost of goods sold  890 000  68.5 
Gross profit  410 000  31.5 

Less Selling expenses  70 000  5.4 
Administrative expenses  180 000  13.8 
Finance expenses  57 000  4.4 

307 000  23.6 
Net profit  $103 000  7.9 

 
 
 
 

P Emerson  
Balance Sheet as at 30 June 2008 

$ %  

Assets  

Current assets  
Cash at bank  180 000 
Accounts receivable (net)  155 000 
Inventories  105 000 
Total current assets  440 000  59.5 

Non-current assets 

Property, plant and equipment 
Furniture and fittings  200 000 

200 000  27.0 

Intangible assets 

Goodwill  100 000  13.5 
Total assets  740 000  100.0 

Liabilities 

Current liabilities 
Accounts payable  137 000 
GST payable  8 000 
Total current liabilities  145 000  19.6 
Total liabilities  145 000  19.6 
Net assets  $595 000  80.4 

Owner’s equity 
Capital  492 000  66.5 
Net profit  103 000  13.9 
Total owner’s equity  $595 000  80.4 
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Ratios  

Earning capacity  
Gross profit  31.54%  
Net profit  7.92%  
Return on owner’s equity  18.95%  
Return on total assets  13.92%  

Financial stability 
Current  3.03 to 1 
Quick  2.31 to 1 
Equity  80.41% 
Debt  19.59%  
Lincoln debt  22.66%  

Management effectiveness 
Turnover of inventories  8.48 times 
Turnover of accounts receivable  43.52 days 
 

Comments:  
Earning capacity is quite good with a reasonable net profit ratio and good return on owner’s equity and assets far in excess of 
current interest rates.  

The business is financially stable with all stability ratios above acceptable benchmarks. If anything, the current and quick 
ratios are too high. This indicates that money may be lying idle, given that there is $180 000 in cash at the bank. The debt ratio is 
quite low. There is adequate means for expansion if the business so desired.  

Turnover of accounts receivable is very high, given that the terms of trade are 21 days. Steps should be taken to improve this, 
the first thing being to contact customers by phone to see if there is a reason for the delay in payment. Turnover of inventories is 
slightly better than the industry average.  
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14.21  

Report to Ms P Chusuta, chief executive Chusuta Industries on 
Cash Flow Statement 
This report is prepared in reply to your request for information on the need to prepare a Cash Flow Statement as part of your 
accounting requirements in Australia.  
a  A Cash Flow Statement is a statement that shows cash inflows and outflows of a business during an accounting period. In 

essence, it converts figures prepared on the basis of accrual accounting to what they would have been if prepared on a cash 
basis, and highlights all material operating, financing and investing activities during the period. The benefits include being able 
to assess the ability of your business to:  
-  generate sufficient cash flows to operate successfully in the future  

 -  meet financial commitments when they fall due (including the ability to repay borrowings)  
 -  fund changes in the scope and/or nature of activities  
 -  obtain external finance when necessary.  
b  Information needed to complete the statement will come mainly from ledger accounts, especially the Cash at Bank account, 

and from comparative Balance Sheets. Specific information required includes: receipts from customers; other revenue 
received; payments to suppliers; payments to employees; other expense payments; proceeds from sales of assets; payments for 
assets; proceeds from capital contributions or borrowings; repayments of capital or borrowings; payments of drawings or 
dividends; and cash and deposit balances at the beginning and end of the period.  

c  This statement is relatively easy to understand, as it shows how cash flows affect the cash balance during the period. 
However, more benefit can certainly be gained if an interpretive report is prepared to accompany it.  

d  Such a report would have the usual heading and introduction, with the body concentrating on an analysis and interpretation 
of:  

 -  operating activities, which are so important for the continuing success and expansion of the business  
 -  investing activities, stressing sales and purchases of assets and their effect on growth and development of the business  
 -  financing activities, showing how investments have been financed, effects on borrowings, and the appropriateness of the 

type of finance used  
 - changes in the cash position of the business, and whether cash available will be sufficient to meet all obligations.  

The report will end with general conclusions and recommendations for actions to improve cash flows and the cash position 
of the business.  

e  An interpretive report covering the Income Statement and Balance Sheet could also be prepared, and this would certainly 
complement the information and usefulness of the report on cash flows. The Income Statement and Balance Sheet would be 
prepared on an accrual basis, giving a complete picture of the business. This would enable all revenues, expenses and resulting 
profits, all assets, liabilities and owner’s equity items, as well as cash flows to be considered together to enable the adequacy of 
earning capacity and profitability, financial stability, and managerial policies to be evaluated, and recommendations made to 
help ensure the continued efficient operation and development of the business.  

f  In the report on cash flows, cash flow sufficiency ratios (such as the cash flow adequacy ratio and the long-term debt 
repayment ratio) and cash flow efficiency ratios (such as the cash flow to revenue ratio) would be prepared, to help assess 
whether cash and cash flows are sufficient to meet the entity’s needs in both the short and long term, and whether cash flows 
are generated and used efficiently, relative to past periods and similar entities. If the other reports are also prepared, ratios 
would be calculated to enable adequacy of earning capacity and profitability, financial stability, and the evaluation of 
managerial policies. As you are not familiar with accounting requirements and reports to be presented in Australia, it is 
strongly recommended that you employ an accountant to assist you to prepare necessary reports and to help you analyse and 
interpret these to help ensure success in your new venture. Our firm would be happy to assist, and we can assure you of our 
best efforts and a very professional approach to help you with all your accounting requirements.  

A N Accountant  
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14.22  
 

P Potter  
Cash Flow Statement for year ended 30 June 2008 

 
$ $ $ 

Cash flows from operating activities  

Inflows 
Receipts from customers  493 000 

Interest received  0 

Outflows 
Payments to suppliers  454 000 

Interest paid  0 

Net cash provided by operating activities 

Cash flows from investing activities 

Outflows 
Payments for non-current assets and other investments 

Net cash used in investing activities 

Cash flows from financing activities 

Net increase (decrease) in cash held 

Cash at the beginning of the reporting period 
Cash at the end of the reporting period 

 
 
Ratios 
Cash flow adequacy  177.27% 
Long-term debt repayment  0.00% 
Cash flow to revenue  7.71%  $39 000 

     $506 000 

The letter of advice could include comments on:  
•  strong cash flow from operations 

493 000 

454 000 

39 000 

22 000 

(22 000) 

0 

17 000 

27 000 
$44 000 

x 100 

•  financed purchase of motor vehicle from operations, which is healthy 
•  cash flow adequacy is well above 100 per cent, which is good  
•  there is no repayment of debt as there is no major debt owing  
•  cash flow to revenue is acceptable as it is approximately the same as the net profit ratio of 7.5 per cent  
•  from a cash position, the business is very healthy and could consider expansion.  
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14.23  
 

Grocery Industries  
Cash Flow Statement for year ended 30 June 2008 

 
$ $ $  

Cash flows from operating activities  

Inflows  
Receipts from customers  342 000 

Interest received  0  342 000 

Outflows 
Payments to suppliers  305 000 

Interest paid  19 000  324 000 

Net cash provided by operating activities  18 000 

Cash flows from investing activities 

Outflows 
Payments for non-current assets and other investments  
and other investments  40 000 

Net cash used in investing activities  (40 000) 

Cash flows from financing activities 

Inflows 
Proceeds from borrowings  40 000 

Net cash provided by financing activities  40 000 

Net increase (decrease) in cash held  18 000 

Cash at the beginning of the reporting period  (20 000) 
Cash at the end of the reporting period  ($2 000) 

 

Ratios 
Cash flow adequacy  45.00% 
Long-term debt repayment  0.00% 
Cash flow to revenue  5.00% 
 

The report could include comments on:  
• not very strong cash flow from operations of only $18 000  
• cash adequacy is well below the benchmark of 100 per cent  
• although invested in land, had to borrow 100 per cent of cash. However, this is appropriate long-term  

borrowing for possible future expansion. There was no repayment of this debt 
• the net profit margin is 8.33 per cent and the cash flow to revenue is only 5 per cent indicating cash is not 

flowing from this revenue. Trying to increase the percentage of cash sales will improve this. Could also take 
measures to cut expenses or increase sales resulting in an increase in the profit margin.  
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14.24  
 
 
Roger’s Trading  

Cash Flow Statement for year ended 30 June 2008 
 

$ $ $ 

Cash flows from operating activities  

Inflows  
Receipts from customers  486 700 

Interest received  0  486 700 

Outflows 
Payments to suppliers  413 900 

Interest paid  22 800  436 700 

Net cash provided by operating activities  50 000 

Cash flows from investing activities 

Outflows 
Payments for non-current assets and other investments  10 000 

Net cash used in investing activities  (10 000) 

Cash flows from financing activities 

Inflows 
Proceeds from capital contributions  20 000 

Proceeds from borrowings  8 000  28 000 

Outflows 
Repayment of borrowings  18 000 

Payment of drawings  49 000  67 000 

Net cash provided by financing activities  (39 000) 

Net increase (decrease) in cash held  1 000 

Cash at the beginning of the reporting period  7 000 
Cash at the end of the reporting period  $8 000 

 
 
Ratios 
Cash flow adequacy  64.94% 
Long-term debt repayment  36.00% 
Cash flow to revenue  9.90% 
 

The report could include comments on:  
• operating activities resulted in a good cash inflow of $50 000. Although the cash flow adequacy ratio is below  
 100, the trends of this ratio are important. There doesn’t appear to be a problem at the moment 
• only a small amount of investment in non-current assets  
• owner’s capital contribution is sufficient to cover this investment  
• borrowings were small and if applied to investments, were used appropriately. Long-term debt repayment ratio  
 is acceptable at 36 per cent 
• drawings were large being greater than the whole of net profit. This does not leave much for future expansion.  
 Partly offset by new capital contribution 
• cash flow to revenue ratio similar to 9.2 per cent net profit ratio, which is acceptable.  
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14.25  
 
 

P Proctor  
Cash Flow Statement for year ended 30 June 2008 

 
$ $ $ 

Cash flows from operating activities  

Inflows 
Receipts from customers  202 700  

Interest received  0  202 700 

Outflows 
Payments to suppliers  158 100 
Interest paid  27 400  185 500 

Net cash provided by operating activities  17 200 

Cash flows from investing activities 

Outflows 
Payments for non-current assets and other investments  50 000 

Net cash used in investing activities  (50 000) 

Cash flows from financing activities 

Inflows 
Proceeds from capital contributions  10 000 

Proceeds from borrowings  14 000  24 000 

Outflows 
Repayment of borrowings  24 000 

Payment of drawings  15 000  39 000 

Net cash provided by financing activities  (15 000) 

Net increase (decrease) in cash held  (47 800) 

Cash at the beginning of the reporting period  79 000 
Cash at the end of the reporting period  $31 200 

 

Ratios 
Cash flow adequacy  19.33% 
Long-term debt repayment  139.53% 
Cash flow to revenue  8.02%  $17 200  x 100 
  $214 500  

The letter of advice could include comments on:  
• operating activities resulted in a very poor cash inflow of $17 200 with a cash flow adequacy ratio of only 19.33 per cent. This 

is a real problem as there is not enough cash flow to meet repayment of borrowing, purchase of non-current assets and 
drawings. All reasonable measures must be taken to turn the net loss into a profit  

• the investment in plant and machinery of $50 000 is obviously intended to expand the business or upgrade the equipment. 
This investment must increase the cash flow from operations or cash problems will occur in the future  

• the cash flow from operations cannot even meet the debt repayments (139.53 per cent), so the importance of  this strategy to 
invest in non-current assets is crucial 

• the finance for the investment came from a decrease in cash held in the bank ($47 800). The financing inflows did not even 
cover the outflows. Any further financing must come from the owner as the business cannot afford more debt repayments.  
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14.26  
To aid in preparing, analysing and interpreting accounting reports, accountants can use:  
• computer accounting packages, which prepare records and reports quickly, and give more time to analyse and interpret 

reports. Some accounting packages also help in analysis and interpretation by calculating a number of common ratios 
• spreadsheet programs, which can be used to build models to enable the calculation of ratios used in the analysis process. 

Spreadsheets also enable users to ask ‘what if’ questions and see likely outcomes before any  action is taken 
•  wordprocessing and desktop publishing programs, which enable the clear and attractive presentation of reports 
•  graphics packages, which enable greater visual impact. Pictures, symbols, etc. can be included in reports, and graphs can 

show trends, relationships and comparisons in more meaningful ways. Some of these features are also available in 
spreadsheets.  

14.27  
Spreadsheet application—ratio analysis.  
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14.28  
Spreadsheet application—‘what if’.  
c i  

Ratios  
Original  ‘What if’ 

 
Earning capacity 
Gross profit  46.67%  46.67% 
Net profit  15.13%  15.13% 
Return on owner’s equity  38.94%  38.94% 
Return on total assets  21.06%  21.06% 

Financial stability 
Current  2.02 to 1    2.02 to 1 
Quick  0.66 to 1    0.66 to 1 
Equity  54.85%  54.85% 
Debt  45.15% 45.15% 
Times interest earned  6.62  times 6.62 times 

Management effectiveness 
Turnover of inventories  3.47 times  3.47 times 
Turnover of accounts receivable  45.63 days   45.63 days 
 
The business of Harris Jewellers is in a fair position because:  
• the return on capital is 38.94 per cent, which is far in excess of what Harris could receive if he simply invested his capital in a 

bank deposit or bonds and earned interest  
• the gross profit margin of 46.67 per cent is below the industry average of 57 per cent (see PRACDEV Key Indicator Reports 

for a Jeweller in the appendix to Chapter 14). However, the net profit margin is 15.13 per cent compared with an industry 
average of only 10 per cent. Also, his total expenses of 31.5 per cent are well below the industry average of 47 per cent. This 
indicates that Harris has a fairly low gross profit margin but does not have many overheads (costs appearing below the gross 
profit line). Steps may be taken to increase the gross profit margin. This could be done by increasing prices 

• the current ratio of 2.02:1 is more than adequate but the quick ratio of 0.66.1 is a little disturbing, dropping well below the 
norm of 1:1. Steps should be taken to try to alleviate this problem. The debt ratio of 45.51 per cent seems reasonable 

• the turnover of inventories of 3.5 times is well above industry average of 2.5. However, the turnover of accounts receivable of 
45.63 days is not good. On average, accounts receivable are paying their debts too slowly and definitely not within the 30 days 
set down. Also, no interest is being charged on these overdue accounts. As the terms of credit are 30 days, steps should be 
taken to reduce the turnover of accounts receivable. A little more control is required in this area.  

c  ii  From the PRACDEV Key Indicator Reports, another useful indicator could be the sales per person. Having total sales for 
the year of $390 000 and employing four people (including himself), the indicator of sales per FTE person is $97 500. This 
is very low when compared with the industry average of $147 000, which indicates that he is employing too many people.  
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d i  Inventories increase $15 000 to $75 000. 

Accounts payable increase $15 000 to $54 000. 

Ratios 
Original  ‘What if’ 

Earning capacity 
Gross profit  46.67%  46.67% 
Net profit  15.13%  15.13% 
Return on owner’s equity  38.94%  38.94% 
Return on total assets  21.06%  21.06% 

Financial stability 
Current  2.02 to 1  1.76 to 1 
Quick  0.66 to 1  0.49 to 1 
Equity  52.46%  52.46% 
Debt  45.15%  47.54% 
Times interest earned  6.62 times  6.62 times 

Management effectiveness 
Turnover of inventories  3.47 times  2.77 times 
Turnover of accounts receivable  45.63 days  45.63 days 
 

The major changes here are in relation to the financial stability ratios. Most of them moved in an unfavourable direction and, 
hence, at first glance, it would appear that it is a bad decision. However, he is building up stock for an increased selling season, so 
bearing in mind that all of this stock could be shortly sold at the usual profit margin, this could be a good decision. You cannot 
make money if you do not have the stock to sell. However, in this peak selling period he should be trying to sell as much surplus 
stock as is possible.  
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d  ii  Cash sales increase $50 000 to $280 000.  

 Cost of goods sold must increase by $35 000 to $243 000.  

 Closing inventories decrease $35 000 to $25 000.  

 Selling expenses increase $2 500 to $47 500.  

 Cash at bank increases $47 500 to $54 500.  

Ratios  

Original  ‘What if’ 

Earning capacity 
Gross profit  46.67%   44.77% 
Net profit  15.13%   16.25% 
Return on owner’s equity  38.94%   45.32% 
Return on total assets  21.06%   24.85% 

Financial stability 
Current  2.02 to 1  2.31 to 1 
Quick  0.66 to 1  1.74 to 1 
Equity  52.85% 56.50% 
Debt  45.15%   43.50% 
Times interest earned  6.62 times  7.81 times 

Management effectiveness 
Turnover of inventories  3.47 times  9.72 times 
Turnover of accounts receivable  45.63 days  45.63 days 
 

This appears to be a very good decision. Most of the relevant ratios moved in a favourable direction, especially the quick asset ratio, 
which has very much improved to 1.74.1. Return on capital is a massive 45.32 per cent with a net profit margin of 16.25 per cent.  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

447  



 
d  iii Cash at bank increases $5000 to $12 000.  

 Accounts receivable decrease $5000 to $15 000.  

Ratios  
Original  ‘What if’ 

Earning capacity 
Gross profit  46.67% 46.67% 
Net profit  15.13%   15.13% 
Return on owner’s equity  38.94%   38.94% 
Return on total assets  21.06%   21.06% 

Financial stability 
Current  2.02 to 1  2.02 to 1 
Quick  0.66 to 1  0.66 to 1 
Equity  54.85%   54.85% 
Debt  45.15%   45.15% 
Times interest earned  6.62 times  6.62 times 

Management effectiveness 
Turnover of inventories  3.47 times  3.47 times 
Turnover of accounts receivable  45.63 days  34.22 days 
 
This is a step in the right direction as the only ratio to move is the turnover of accounts receivable, changing from  
45.63 days to 34.22 days. This increased control must be maintained.  
 
d iv Cash sales increase $25 000 to $255 000.  

 Cost of goods sold increases by $18 000 to $226 000.  

 Closing inventories decrease $18 000 to $42 000.  

 Selling expenses increase $1500 to $46 500.  

 Cash at bank increases $23 500 to $32 500.  

Ratios  
Original  ‘What if’ 

Earning capacity 
Gross profit  46.67%  45.54% 
Net profit  15.13%  15.54% 
Return on owner’s equity  38.94%  41.82% 
Return on total assets  21.06%  22.73% 

Financial stability 
Current  2.02 to 1  2.15 to 1 
Quick  0.66 to 1  1.19 to 1 
Equity  53.95%  55.59% 
Debt  45.15%  44.41% 
Times interest earned  6.62 times  7.14 times 

Management effectiveness 
Turnover of inventories  3.47 times  5.38 times 
Turnover of accounts receivable  45.63 days  45.63 days 

This is a good decision with most of the ratios improving. The most important ratio is the quick ratio of 1.19.1, which indicates the 
liquidity of the firm has improved greatly.  
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d  v  Selling expenses decrease $25 000 to $20 000. 
Administration expenses increase $18 000 to $84 000. 
Cash at bank increases $7 000 to $14 000. 

Ratios 
Original  ‘What if’ 

Earning capacity 
Gross profit  46.67%  46.67% 
Net profit  15.13%  16.92% 
Return on owner’s equity  38.94%  42.58% 
Return on total assets  21.06%  23.18% 

Financial stability 
Current  2.02 to 1  2.18 to 1 
Quick  0.66 to 1  0.82 to 1 
Equity  53.71%  55.79% 
Debt  45.15%  44.21% 
Times interest earned  6.62 times  7.29 times 

Management effectiveness 
Turnover of inventories  3.47 times  3.47 times 
Turnover of accounts receivable  45.63 days  45.63 days 

This is a good decision as Harris is trying to tackle the problem of having a wages bill that is too high. Most of the ratios have 
improved with no effect on the gross profit margin, but a significant improvement on the net profit margin to 16.92 per cent and, 
hence, a large increase in the return on capital.  
 
 
d  vi  Cash sales increase $2000 to $232 000.  

Cash at bank increases by $2000 to $9000.  
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14.29  
Spreadsheet application — Cash Flow Statement. 

14.30  
Chapter summary.  

14.31  
a  Small business owners and managers. The article is written in an appropriate manner for such people, because it is 

conversational, not overly technical or jargonistic, but to the point. Gives very practical and tangible advice and illustrations.  
b  Management control, especially financial control, is necessary to ensure the business produces profits and maintains and 

increases capital to enable survival and growth over a long period of time.  
c Control of finance, administration, staff, stock, records, theft and fraud, information, marketing or merchandising, sales, and 

personal affairs. Order to be decided by discussion.  
d  If an owner or manager does not know exactly the financial position of the business at any point in time, the potential for 

business failure is very high. Must have up-to-date records.  
e  ‘Massaged’ means that figures can be selectively chosen, moulded and even manipulated to present a particular picture or 

point of view to suit bank managers, creditors and shareholders, so that money can be borrowed, accounts granted or 
extended, and further capital invested. But such figures may not really present a realistic picture, and may not be in the long-
term interest of the business.  

f  -  Gross profit rate means gross profit per dollar of sales, which indicates the margin of profit available to cover expenses.  
 - Net earnings means net profit per dollar of sales, which indicates the margin of net profit available to the owner or for 

reinvestment in the business, after all expenses are taken into account.  
 -  Breakeven point is the level of sales or turnover at which all expenses are covered, and indicates the level of sales after 

which profits can be made.  
 - Turnover means sales, or more technically how quickly inventory is sold, and indicates whether inventory is sold quickly 

enough to earn a sufficient level of profits.  
 -  Return on capital means the rate of return on owner’s equity, and indicates if adequate return is being earned by owners 

on capital invested in the business.  
 -  Erosion of capital means the ‘watering down’ of capital invested in the business by inflation or poor decision-making. It 

indicates that capital remaining is not worth as much as it was when originally invested, and may not be sufficient to 
replace assets and to continue to run and grow the business.  

g To judge if a business is making sufficient profit, it must produce enough profit to pay an adequate ‘salary’ or return on 
capital and time invested in the business; to prevent erosion of capital by inflation; and to fund future growth.  

h  Most of these figures are needed at least on a monthly basis, and would require the use of computers and careful control of 
incoming revenue, turnover and finances by the owner or manager themselves.  

i Invested capital could also be described as owner’s equity. Borrowing can also be described as debts. Together they make up 
total funds invested in the business, and the ratio between the two indicates the level of  ‘gearing’.  

j  The authors suggests that borrowing or debt funds might be used for purchasing assets, and possibly even for short-term 
working capital. Too much borrowing (or too high a level of gearing) may allow short-term survival, but in the long term will 
lead to loss of control of the business by the owners, inability to meet repayments of debts and interest, and eventual 
bankruptcy and business failure. The authors suggests that such a level of potential failure is reached when borrowing or debt 
funds exceeds capital invested or owner’s equity (i.e. a debt ratio of more than 50 per cent or 1:1).  
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14.32  

Video Rent  

Main points from analysis  
Earning capacity is good. Although the gross profit ratio is lower than the industry average, other expenses are generally lower, so 
the resulting net profit ratio is very close to the average.  

 
2008  2007  Industry average 

Gross profit ratio  66.00%  66.67%  67% 
Net profit ratio  10.40%  10.00%  9% 
Rate of return on owner’s equity  10.46%  9.66% 
Rate of return on total assets  7.77%  7.50% 

Financial stability is reasonable. Short-term stability, as revealed by the working capital ratio is very strong, although once 
inventories are eliminated, the quick asset ratio is worrying. It is, however, improving, and would have been better if fewer 
drawings had been taken by the owner. The equity and debt ratios are at marginal levels, so a new owner would have to have 
sufficient funds to stop this deteriorating further.  

 
Current capital ratio  3.55:1  3.56:1 
Quick asset ratio  0.70:1  0.56:1 
Equity ratio  48.43%  48.08% 
Debt ratio  51.57%  51.92% 
Times interest earned  2.86%  2.6% 

 
Management effectiveness—sales per FTE is substantially under other similar businesses.  

 
Sales per FTE person  $83 000  $80 000  $145 000 

 

Conclusions and recommendations  
• Problem with sales per FTE person. Other than that, no major problems revealed by the analysis.  
• This business is very typical of its industry.  
• May have to speak to sales team to improve sales per FTE person, reduce staff on duty each shift or sack some people.  
• Could introduce computers to keep track of hiring, and to analyse hirings, with the aim of increasing returns.  
• May be able to increase miscellaneous income.  
•  Rate of return on $300 000 investment would be 8.67 per cent, even without further increases in revenue.  
• Small amount of goodwill ($53 000) in the purchase price seems justified, as the business is established, and  has a good 

location.  
• A very steady business on the basis of these figures.  
• Recommend purchase.  
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14.33  

Report to J Rich business of C Windsor  
• Will find it difficult to meet financial commitments:  
 -  profitability has fallen from a reasonable return on investment to a loss this year  
 -  current ratio is trending down (2.17:1 to .9:1) and is now in the problem area.  
• Although the debt ratio has increased from 20.51 per cent to 38.46 per cent, extra debt funding could be an option as it is well 

below 50 per cent. However, the firm’s profitability casts severe doubt on the ability of the business to meet the repayments 
on this debt.  

• Funding of expansion will be difficult:  
 -  last year, net cash flow was positive, with both operating and financing activities providing cash that could be used in 

investing activities  
 - this year, with profitability down, operating activities actually used, rather than provided cash, so with the heavy 

investment program, net cash flow was negative overall.  
• Drawings remained high, despite the fall in profitability, thus draining more cash from the business.  
• Overall, the business is in a risky position and it would be difficult to recommend investment:  
 -  direction of trends and ‘growth’ indicated by these figures is not promising  
 -  must be some doubt as to the management ability of Windsor.  
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14.34  

Logan Entertainment Industries  
2008  2007 

Earning capacity ratios 
Gross profit ratio  38.89%  38.46% 
Net profit ratio  9.44%  6.92% 
Rate of return on owner’s equity  21.05%  15.52% 
Rate of return on total assets  12.14%  8.85% 
Cash flow to revenue ratio  9.72%  7.69% 

Financial stability ratios 
Current ratio  1.11  1.12:1 
Quick asset ratio  0.41  0.44 
Lincoln financial health  34.39%  28.80% 
Equity ratio  45.52%  43.1% 
Debt ratio  54.48%  56.9% 
Times interest earned  4.4  3.57 
Long-term debt repayment ratio  57.14%  50.00% 
Cash flow adequacy  23.33%  71.43% 

Management effectiveness ratios 
Turnover of inventories  2.44 times  2.13 times 
Turnover of accounts receivable  73 days  91.25 days 
 

Comments for inclusion in report:  
1  The business is obviously moving into an expansionary growth phase with all items in the reports increasing and increased 

investment in land, buildings and vehicles. Progress is being achieved, but not without attendant problems and indications of 
further dangers.  

2  Earning capacity is adequate and improving on all measures. Although the gross profit ratio is significantly below the industry 
average, all other measures are now very close to or slightly above industry average. Especially pleasing improvements have 
been achieved in the net profit ratio, and the two rates of return ratios. The cash flow to revenue ratio is improving and 
indicates that sales are generally being efficiently converted to cash. It is expected if this is the case, approximately the same as 
the net profit ratio.  

3  Financial stability measures indicate real concern in this area. All are relatively stable, but are generally worse than industry 
averages, which have improved in the last year. Logan Entertainment Industries has not matched this improvement. A close 
watch will have to be kept on this area to ensure that debts can be met both in the short and long term. The equity ratio has 
been kept up only by the injection by the owner of a significant amount of funds to balance the increase in mortgage debt. 
The long-term debt repayment ratio has increased and the cash flow adequacy ratio indicates there are problems in not being 
able to generate sufficient cash from operations to meet obligations.  

4  Management effectiveness, as measured by the turnover of inventories and accounts receivable, is improving, but turnovers 
are still far too low at 150 and 73 days (making a total operating cycle of 223 days compared with an industry average of 143 
days). Continued improvements will be necessary in this area.  

5  Cash flows from operating activities have provided a significant increase to $70 000, which has resulted in a similar rise in 
profits. However, this, even with increased inflows from financial activities, has been insufficient to meet outflows in the 
investing area after a quiet year last year. Investments in the expansionary growth program of the business this year have been 
made in land, buildings and vehicles. To meet these investment  expenditures, both equity and debt finance have had to be 
increased. The cash position is deteriorating with the overdraft increasing significantly this year. Together with significantly 
increased long-term debt repayments and interest charges, these could result in cash flow problems in future years and both 
the long- and short-term debt situation must be monitored and kept under control.  

6  The expansionary growth program is proceeding and general improvements are being achieved in most areas. However, 
except in terms of earning capacity, the business is not keeping pace with many aspects of the industry in general. Financial 
stability and especially the ability of the business operations to generate sufficient cash flows are certainly cause for concern. 
Cash flows as well as profits are necessary to achieve long-term success. Despite this, the Lincoln financial health ratio is well 
below the 66 per cent benchmark.  
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14.35  
a  $4257.6 million 
b  $2947.8 million 
c  1 171 890 672 (Note 18) 
d  Hedging, asset revaluation, renumeration, foreign currency translation (Note 19) 
e  Net profit ratio 

2006  1026.7  =  2.72%  2005  817.2  =  2.6% improving 
 37 734.2  31 352.5 

Rate of return on shareholder’s equity 

2006  1026.7 x 100  =  24.11%  2005  817.2 x 100  =  40.86% worsening 
4257.6  2000.2 

Current ratio 

2006  4120.8  =  .85:1  2005  3064.4  =  .81:1 improving 
4874.3  3780.6 

Debt ratio 

2006  9088.8 x 100  =  68.10%  2005  6774.9 x 100  =  77.21% improving 
13 346.4  8775.1 

Long-term debt repayment ratio 

2006  10 010.2 x 100  =  587.07%  2005  9570.0 x 100  =  788.04% improving 
1705.1  1214.4 

Cash flow to revenue ratio 

2006  1705.1 x 100  =  4.49%  2005  1214.4 x 100  =  3.85% improving 
37 977.9 (note 2)  31 576.4 

f  Directors express opinion the business will be able to pay debts; that the financial statements comply with accounting 
standards and corporations regulation and give a true and fair view of the financial position and performance;  and the 
financial statements and notes accounts are in accordance with the Corporations Act.  
After independent audit, auditors express opinion that the financial statements are in accordance with the Corporations Act, 
give a true and fair view of financial position and performance, and comply with accounting standards and corporations 
regulations.  
Both reports do not claim that the books are absolutely correct.  

g As outlined in the five-year analysis (see page 71 of the report), sales growth as a percentage has been impressive over the last 
five years. In 2002, the sales growth was 17.01 per cent. This has increased to be 20.35 per cent in 2006, although lower 
growth rates occurred in 2003 to 2005.  
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Chapter 15  
Managerial decision-making   

15.1  
a Variable  
b Semi-variable  
c Fixed  
d Fixed  
e  Variable  
f Fixed 
g Variable  
h Variable  
i  Variable 

15.2  
Fixed costs do not vary with changes in volume, activity or output. Variable costs vary in direct proportion to changes in volume, 
activity or output. Semi-variable costs contain both fixed and variable elements. They vary with changes in volume, but generally by 
a less than proportionate amount.  

15.3  
A cost-volume-profit graph is an analysis of the mathematical relationships between the elements of costs, volume, selling price 
and profits over a range of activity.  

15.4  
a  $30 000 
b  $2 
c i  30 000 

ii  $60 000 
d  $10 000 
e  $15 000 profit 
f  i  $1 

ii  $1 
iii $1 
iv Variable costs per unit remain the same as output increase (or indeed change in any direction) over the relevant range. 

g  i  $2  
ii  $1 
iii  60 cents 
iv Fixed costs per unit decrease as output increases. (They would obviously increase if output were decreased.) 

h  i 40 000 units 
ii  $80 000 
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15.5  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

15.6  
The formula is often more useful because it is more flexible and can quickly be calculated rather than a graph that has a limited 
range over which it is useful.  
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15.7  

Case 1  
Contribution margin per unit  =  $8 
Break-even point (units)  =  Total fixed costs  

Contribution margin per unit 
=  $120 000 

$8 
=  15 000 units 

Break-even point (dollars)  =  15 000 units x $24 
=  $360 000 

Case 2 
Sales price  =  $24 + $4 

=  $28 
Break-even point ($)  =  Break-even point (units) x $28 
$240 000  =  X x $28 
$240 000  =  X 

$28 
8572  =  Break-even point (units) 

Break-even point (units)  =  Total fixed costs  
Contribution margin per unit 

8572  =  X  
$4 

8572 x $4  =  X 
$34 288  =  Fixed costs 

Case 3  
Sales price  =  Break-even point ($)  

Break-even point (units) 
=  $300 000 

30 000 
=  $10 

Break-even point (units)  =  Total fixed costs  
Contribution margin per unit  

30 000  =  $90 000 
X  

30 000  =  1 
$90 000  X 
$90 000  =  X 
30 000 
$3  =  X 
Variable costs  =  $10 - $3 

=  $7 

15.8 
 
 

Statement of Financial Performance 
at a volume of 15 000 units 

 
Sales (15 000 units x $24)  360 000 
Less Variable costs (15 000 x $16  240 000 
Contribution margin  120 000 
Less Fixed costs  120 000 
Profit  $0 
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15.9  
Break-even point (units)  =  Total fixed costs  

Contribution margin per unit  
=  200 000 

5  
=  40 000 units or $800 000 

Sales (units)  =  Total fixed costs + Desired profit 
Contribution margin per unit  

=  $200 000 + 50 000 
5 

=  50 000 units or $1 000 000 

15.10 
Variable costs  =  Direct materials + Direct labour 

=  $65 000 + $150 000 
=  $215 000 
=  $2.15/unit 

Contribution margin  =  Selling price - Variable costs 
=  $15 - $2.15 
=  $12.85 

Break-even point (units)  =  Total fixed costs  
Contribution margin per unit  

=  18 000 
12.85 

=  1400 units 

15.11 
Selling price  $20 
Total fixed costs  $200 000 
Variable costs  $15 

Proposal A  
Sales volume (units)  =  Total fixed costs + Target profit 

Contribution margin per unit 
60 000  =  $210 000 + X 

5 
60 000 x $5  =  $210 000 + X 
300 000 - 210 000  =  X 
X  =  $90 000 

Proposal B  
Sales volume (units)  =  Total fixed costs + Target profit 

Contribution margin per unit 
60 000  =  $200 000 + X 

$19.50 - $15 
60 000 x $4.50  =  $200 000 + X 
270 000 - 200 000  =  X 
X  =  $70 000 
Proposal A is better.  
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15.12  

Proposal A  
Sales volume (units)  =  Total fixed costs + Desired profit 

Contribution margin per unit 
=  80 000 + 7600 

3.40 
=  25 765 units 

Current sales  14 000 units 
Extra sales  11 765 units x $8 selling price 
Sales must increase by  $94 120 

Proposal B 
Fixed costs $40 000 x 5%  $42 000 
Variable costs $4.60 + 20%  $5.52 
Sales volume (units)  =  Total fixed costs + Desired profit 

Contribution margin per unit  
=  42 000 + 7600 

8 - 5.52 
=  49 600 

2.48 
=  20 000 units 

Current sales  14 000 units 
Extra sales  6000 units x $8 
Sales must increase by  $48 000 

Therefore proposal B is better, as it needs fewer sales to make the desired profit. 

15.13 

Alternatives 
Make inserts  Buy inserts 

Costs of purchasing inserts (15 000 x $15)  225 000 

Variable costs 
Material costs (15 000 x $8)  120 000 
Other variable costs (1500 x $3)  45 000 
Fixed costs  20 000  20 000 
Depreciation  25 000  0 
Total costs  210 000  245 000 

It would be cheaper to make the inserts in-house.  
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5.14  

Alternatives  
In-house tests  Outsource tests 

Costs of tests (60 000 x $80)  480 000 

Variable costs 
Test costs (6 000 x $20)  120 000 

Fixed costs 
Salary  40 000 
Leasing  75 000 
Other fixed costs  15 000 
Total costs  250 000 480 000 

It would be cheaper to perform the tests in-house. 

5.15 
 

Ticket sales Sports  Sports  Total 
clothing equipment 

$ $ $ $ 

Sales 60 000 100 000 200 000 360 000 
 

Variable costs 55 000 40 000 30 000 125 000 
 

Contribution 5 000 60 000 70 000 235 000 
 

Fixed costs 10 000 10 000 10 000 30 000 
 

Profit/loss (5 000) 50 000 60 000 205 000 
 

Recommend that ticket sales be closed but fixed costs must be allocated to other departments. 

5.16 
 

Small gifts Garden  Craft goods Total 
accessories 

$ $ $ $ 

Sales 20 000 50 000 5 000 75 000 
 
Variable costs 10 000 10 000 16 000 36 000 
 
Contribution 10 000 40 000 (11 000) 39 000 
 
Fixed costs 5 000 5 000 5 000 15 000 
 
Profit/loss 5 000 35 000 (16 000) 24 000 

 

Recommend closure of craft goods department with fixed cost allocated to other departments.  
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15.17  
a  Direct materials are those materials that are readily traceable to the manufacture of a particular product.  
b  Direct labour is that labour that is directly traceable to the manufacture of a particular product.  
c  Overhead includes all the expenses, other than direct materials and direct labour that are necessary to make a product.  
d Period costs are those costs that are necessary in addition to the costs of actually producing the product.  
e  Product costs are those costs (direct materials, direct labour and overhead) that are associated with running the factory. 
 

15.18  
a Overhead  
b Overhead  
c Direct labour  
d Period cost  
e Overhead  
f  Period costs 
g Direct materials  
 

15.19  
Production costs:  
• direct materials—meat patties, rolls, lettuce, bacon, etc.  
• direct labour—staff making the hamburgers.  
Period costs:  
•  insurance, electricity, advertising.  

15.20  
a Product costs  

Direct material  340 000 
Direct labour  487 000 
Overhead 

Indirect labour  40 000 
Repairs to factory  20 000 
Depreciation  60 000 

947 000 
Period costs 

Selling expenses  54 000 
Administration expenses  99 000 
Finance expenses  31 000 

184 000 
Total costs  1 131 000 

Product unit cost  =  Product costs  
Units produced 

=  947 000  
2 000 000 

=  .4735 
=  47.35 cents per unit 

Total unit cost  =  Total costs  
Units produced 

=  1 131 000 
2 000 000 

=  .5655 
=  56.55 cents per unit 

15.21  
Product costs—wages of child care workers, food for the children.  
Period costs—administrative staff, electricity and heating, bank fees, advertising.  
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15.22  
a Product costs  

 Direct material  
 Direct labour  

Partner’s salary  130 000 
Accountant salary  70 000 
Accountant salary  45 000 

Overhead 
Indirect labour 
—Admin. assistant  30 000 
—Secretary  27 000 
Lease of computer  3 000 

305 000 
Period costs 
Consumbable supplies  3 000 
Rent  54 000 
Interest on loan  23 000 
Lease of computers 
Office  2 000 
Electricity  5 000 
Telephone  6 000 
Advertising  12 000 

105 000  
Total costs  410 000 

Note: The distinction between product costs and period costs is arbitrary to some extent. 
b 
Product hourly cost  =  $305 000 

4500 
=  $67.778 

Total hourly cost  =  $410 000 
4500 

=  $91.111 

Partner  
Direct labour  130 000 
1/3 of overheads ($60 000)  20 000 
1/3 of period costs ($10 500)  35 000 

185 000 

Chargeable hours  1 400 

Total hourly cost  $132.143 
 
Accountant 1 
Direct labour  70 000 
1/3 of overheads ($60 000)  20 000 
1/3 of period costs ($10 500)  35 000 

125 000 

Chargeable hours  1 550 

Total hourly cost  $80.645 
 
Accountant 2 
Direct labour  45 000 
1/3 of overheads ($60 000)  20 000 
1/3 of period costs ($10 500)  35 000 

100 000 

Chargeable hours  1 550 
462 

Total hourly cost  $64.516 



 

15.23  
Selling price  =  Total unit costs + Markup for profit 

=  .5655 cents + 12% 
=  .5655 cents + .06786 
=  .06334 

15.24 
Charge-out rate  =  Total hourly cost + Markup for profit 
Partner charge-out rate  =  $132.143 + 21% 

=  $132.143 + $27.75 
=  $159.89 

Accountant 1 charge-out rate  =  $80.645 + 21% 
=  $80.645 + $16.935 
=  $97.58 

Accountant 2 charge-out rate  =  $64.516 + 21% 
=  $64.516 + $13.548 
=  $78.06 

15.25  
Spreadsheet—cost-volume-profit analysis.  

15.26  
Chapter summary.  

15.27  
Fixed—rent, rates  
Variable—sales commissions  
Mixed—vehicle expenses  

15.28  
a Break-even point (units)  =  Total fixed costs  

Contribution margin per unit 
=  50 000 

$3 
=  16 666 units 

  Break-even point (dollars)  =  16 666 units x $5 
=  $83 333 

c Sales volume (units)  =  Total fixed costs + Target profit 
Contribution margin per unit 

=  $50 000 + $100 000 
$3 

=  50 000 units 
d Break-even point (units)  =  Total fixed costs  

Contribution margin per unit  
=  50 000 

$2  
=  25 000 units 
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15.29  
Anticipated sales  25 000 units 
Break-even point  $200 000 
Variable costs per unit  $7 
Contribution margin per unit  $13 
Selling price per unit  $20 
Break-even point  10 000 units 
Break-even (units)  =  Total fixed costs  

Contribution margin per unit 
10 000 units  =  X  

$13 
Fixed costs  =  $130 000 

Sales (units)  =  Total fixed costs + Desired profit 
Contribution margin per unit 

25 000  =  $130 000 + X 
13 

325 000 - 130 000  =  X 
Profit  =  $195 000 

15.30  
a Sales volume (units)  =  Total fixed costs + Target profit 

Contribution margin per unit 
=  1 200 000 + 0 

$120 
=  10 000 units 

c  Sales volume (units)  =  Total fixed costs + Target profit 
Contribution margin per unit 

=  1 200 000 + 300 000 
120 

=  12 500 units 
d  i  Sales volume (units)  =  Total fixed costs + Target profit 

Contribution margin per unit 
5000  =  1 200 000 + X 

120 
5000 x 120  =  1 200 000 + X 
600 000 - 1 200 000  =  X 
($600 000)  =  X (loss) 

  ii  10 000  =  1 200 000 + X 
120 

10 000 x 120  =  1 200 000 + X 
1 200 000 - 1 200 000  =  X 
0  =  X (break-even) 

  iii  20 000  =  1 200 000 + X 
120 

20 000 x 120  =  1 200 000 + X 
2 400 000 - 1 200 000  =  X 
$1 200 000  =  X (profit) 

e  Sales volume (units)  =  Total fixed costs + Target profit 
Contribution margin per unit  

=  1 200 000 + 0 
$80  

=  15 000 

New break-even point is 15 000 units. The old break-even was 10 000 units, so an extra 5000 units must be sold to reach 
break-even point.  
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Chapter 16  
Budgeting   

16.1  
a  A cash budget is a forecast of estimated cash receipts, estimated cash payments and the resultant cash position for a certain 

period of time. It is a short-term budget for which the time period varies between one month and one year, and whose main 
purpose is cash flow planning. It assists businesses to achieve their goals and objectives through:  
- enabling management to see when its commitments are due and making sure that money is available at that time  
- revealing periods when the business has excess funds, which can be invested or used for other purposes - revealing 

weaknesses in the business’s debt collection policy, which can be corrected  
-  helping make adjustments for seasonal fluctuations  
- revealing periods when shortages of funds may occur, so that appropriate finance can be obtained when necessary  
-  acting as an important form of control over the business, through target-setting and comparison with actual results, 

evaluation of results and assisting decision-making on necessary adjustments. A cash budget is thus an important business 
tool in its efforts to ensure survival and growth.  

b Budgets are an estimation of planned events expressed in quantitative terms. They are a very important aspect of management 
control. They assist planning as they become targets to be achieved; they assist supervision and evaluation by allowing 
management to compare actual results with targets; and they assist decision-making on the basis of variations from the 
budgeted target figures. Budgets are therefore forecasting devices that help control the business through ensuring that it 
continually moves towards its set goals and objectives, and ensuring that, if problems occur, changes can be effected to bring 
operations back into line with desired directions and goals. Employees strive to meet budgeted targets in all aspects of the 
business from capital expenditures, through sales, expense control, cash flow planning, and every other aspect of operations. 
When actual figures are available, comparison with the relevant budget is made, and the results are evaluated. Variations are 
investigated, and steps taken to correct them if necessary, to ensure business goals are achieved.  
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16.2  
a  

 
 
P Thompson  

Cash Budget for two months April and May  

April  May 

Estimated receipts 
Cash sales  10 000  18 000 
Interest  800 
Total estimated receipts  10 800  18 000 

Estimated payments 
Cash purchases  6 500  8 300 
Wages  400  400 
Land  10 000 
Rates and taxes  1 000 
Total estimated payments  16 900  9 700 

Bank balance (start of month)  6 300 Dr  200  Dr 
Excess receipts over payments  8 300 
Excess payments over receipts  6 100 

Bank balance (end of month)  $200 Dr  $8 500  Dr 
 
b Key points:  

• The purchase of land does not have an unfavourable effect on the budget.  
• The bank balance increases from $6300 to $8500 over the period, despite the purchase of this non-current asset.  
• The business may be able to invest excess funds (at least $5000) in May to avoid them lying idle.  
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16.3  
 
 
G Markovic  

Cash Budget for two months December and January  

December  January 

Estimated receipts 
Cash sales  85 000  100 000 
Sale of motor vehicle  12 500 
Total estimated receipts  85 000  112 500 

Estimated payments 
Cash purchases  75 000  70 000 
Wages  6 000  6 000 
Other operating expenses  10 000  10 000 
Total estimated payments  91 000  86 000 

Bank balance (start of month)  2 000 Dr  4 000 Od 
Excess receipts over payments  26 500 
Excess payments over receipts  6 000  

Bank balance (end of month)  $4 000 Od  $22 500 Dr 
 

Key points in report:  
• Question why cash purchases are budgeted to decrease despite cash sales increasing.  
• The bank balance increases from $2000 to $22 500 over the period, but partly due to the sale of a motor vehicle.  
• Provision will have to be made for an overdraft in December, but there will be adequate supplies of cash in January, some of 

which could be invested to earn interest.  
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16.4  
 
 
P Taylor  

Cash Budget for three months January to March  

January  February  March 

Estimated receipts 
Cash sales  85 000  65 000  70 000 
Rent received  2 000  2 000  2 000 
Total estimated receipts  87 000  67 000  72 000 

Estimated payments 
Cash purchases  60 000  45 000  53 000 
Operating expenses  15 000  15 000  15 000 
Building extensions  20 000  
Total estimated payments  75 000  80 000  68 000 

Bank balance (start of month)  2 000 Od  10 000 Dr  3 000  Od 
Excess receipts over payments  12 000  4 000 
Excess payments over receipts  13 000  

Bank balance (end of month)  $10 000 Dr  $3 000 Od  $1 000  Dr 
 

Key points in report:  
• Determine why cash sales diminish in February, and then increase slightly in March. Is this a seasonal  
 occurrence? Cash purchases are planned to follow this trend.  
• Provision would have to be made in February for a $3000 overdraft/loan, because of the $20 000 to be spent  
 on building extensions in that month. Despite this, the bank balance has improved slightly over the period  
 from a $2000 overdraft to a $1000 debit balance.  

16.5  
 
 
Y Arthur  

Statement of Estimated Receipts from Accounts Receivable  

Estimated cash to be received in:  

Credit sales in:  Total  September  October  November 
July  60 000  24 000 
August  40 000  24 000  16 000 
September  75 000  45 000  30 000 
October  70 000  42 000 
November  60 000 

$48 000  $61 000  $72 000 
 

Note that the extra month’s figures for November are not used in the calculations, and may be included or omitted from the 
statement, as desired.  
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16.6  
 
 
W James  

Statement of Estimated Receipts from Accounts Receivable  

Estimated cash to be received in:  

Credit Sales in:  Total  October  November  December 
July  30 000  3 000 
August  45 000  9 000  4 500 
September  20 000  14 000  4 000  2 000 
October  60 000  42 000  12 000 
November  65 000  45 500 

$26 000  $50 500  $59 500 
 
16.7  

 
 
A Harper  

Statement of Estimated Receipts from Accounts Receivable  

Estimated cash to be received in:  

Credit sales in:  Total  March  April  May 
December  25 000  2 500 
January  20 000  6 000  2 000 
February  22 000  12 804  6 600  2 200 
March  15 000  8 730  4 500 
April  18 000  10 476 

$21 304  $17 330  $17 176 
 

16.8  
a  

 
 
M Osmond  

Statement of Estimated Receipts from Accounts Receivable  

Estimated cash to be received in:  

Credit sales in:  Total  October  November  December 
August  90 000  16 200 
September  100 000  78 400  18 000 
October  120 000  94 080  21 600 
November  100 000  78 400 

$94 600  $112 080  $100 000 
b 

Accounts payable 
October  $74 250 (75 000 x .99) 
November  79 200 (80 000 x .99) 
December  89 100 (90 000 x .99) 
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16.9  
 
 
T Farnshaw  

Statement of Estimated Receipts from Accounts Receivable  

Estimated cash to be received in:  

Credit sales in:  Total  January  February 
November  80 000  16 000 
December  50 000  40 000  10 000 
January  40 000  32 000 
February  70 000  

$56 000  $42 000 
 
 

Cash Budget for two months January and February 

January  February 

Estimated receipts 
Cash sales  200 000  150 000 
Accounts receivable  56 000  42 000 
Total estimated receipts  256 000  192 000 

Estimated payments 
Accounts payable  90 250  113 050 
General expenses  42 000  44 600 
Machinery  50 000 
Total estimated payments  132 250  207 650 

Bank balance (start of month)  50 000 Dr  173 750  Dr 
Excess receipts over payments  123 750 
Excess payments over receipts  15 650 

Bank balance (end of month)  $173 750 Dr  $158 100  Dr 
 

Key points in report:  
• The collection of cash from accounts receivable seems adequate, given that 80 per cent pay within one month of sale.  
• Determine why accounts payable increase despite the fact that cash sales are decreasing.  
• The purchase of machinery seems justified given that adequate amounts of cash are being generated.  
• The business has ample supplies of cash at the moment. The bank balance will increase by $108 000 over two months. If this 

excellent result can be achieved, then the money must be used to the greatest advantage.  
• If the future looks good in the long term, this excess cash should be invested in non-current assets to provide further 

expansion of the business. If this is only a short-term excess, the money should be invested so that interest can be earned.  
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16.10  
 
 
North Coast Sales  

Statement of Estimated Receipts from Accounts Receivable  

Estimated cash to be received in:  

Credit sales in:  Total  September  October  November  December 
June  20 000  4 000 
July  15 000  4 500  3 000 
August  17 000  8 330  5 100  3 400 
September  22 000  10 780  6 600  4 400 
October  16 000  7 840  4 800 
November  12 000  5 880 
December  18 000 

$16 830  $18 880  $17 840  $15 080 
 
 

Cash Budget for four months September to December 

September  October  November  December 

Estimated receipts 
Cash sales  15 000  14 500  14 000  15 000 
Accounts receivable  16 830  18 880  17 840  15 080 
Interest  10 000  
Total estimated receipts  41 830  33 380  31 840  30 080 

Estimated payments 
Accounts payable  5 820  13 580  9 700  10 670 
Wages  1 500  1 200  2 000  1 800 
Other expenses  900  700  1 500  1 200 
Refrigeration unit  75 000  37 000 
Total estimated payments  8 220  15 480  88 200  50 670 

Bank balance (start of month)  8 400 Dr  42 010 Dr  59 910 Dr  3 550 Dr 
Excess receipts over payments  33 610  17 900 
Excess payments over receipts  56 360  20 590 

Bank balance (end of month)  $42 010 Dr  $59 910 Dr  $3 550 Dr  $17 040 Od 
 

Key points for report to L Tan:  
• The collection of cash from accounts receivable requires investigation and action. To have 20 per cent of debts outstanding till 

the third month after sale is not good. Steps should be taken to improve this situation.  
• Receipts from both cash and credit sales appear fairly constant. However, there appears to be a large increase in accounts 

payable in October. This should be investigated.  
• The firm has ample supplies of cash during September and October, and this excess could be invested in the short term. 

However, because of the purchase of new capital equipment, all available cash will be needed in November, and provision will 
have to be made for an overdraft/loan in December of approximately $20 000.  

 
 
 
 
 
 
 

471  



 

16.11  
 
 
Walters and Co  

Statement of Estimated Receipts from Accounts Receivable  

Estimated cash to be received in:  

Credit sales in:  Total  October  November  December 
October  24 200 
November  33 000  24 200 
December  35 200  33 000 

$0  $24 200  $33 000 

Accounts payable in: 
October  $0 
November  15 400 
December  22 000 
 
 
 

Walters and Co 
Statement of Estimated GST Payments 

GST to be paid or received in: 
October  November  December 

GST collected 
Sales  October  24 200  2 200 

November  33 000  3 000 
December  35 200 

Total GST collected  0  2 200  3 000 

GST credits received 
Purchases  October  15 400  1 400 

November  22 000  2 000 
December  24 000 

Other expenses  300  340 
Assets purchased  1 500  
Total GST credits received  0  3 200  2 340 
Total GST payable to  
(or receivable from) ATO  $0  ($1 000)  $660 
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Walters and Co  

Cash Budget for three months October to December  

October  November  December 

Estimated receipts 
Accounts receivable  24 200  33 000 
Total estimated receipts  0  24 200  33 000 

Estimated payments 
Accounts payable  15 400  22 000 
Wages  2 000  2 200  2 200 
Other expenses  3 300  3 740  3 740 
GST paid to ATO  (1 000)  660 
Assets purchased  16 500  
Total estimated payments  21 800  20 340  28 600 

Bank balance (start of month)  12 000 Dr  9 800 Od  5 940 Od 
Excess receipts over payments  3 860  4 400 
Excess payments over receipts  21 800  

Bank balance (end of month)  $9 800 Od  $5 940 Od  $1 540 Od 
 

Key points in letter of advice:  
• Receipts and payments seem appropriate for a beginning business.  
• Receipts from sales/accounts receivable and payments for purchases/accounts payable seem appropriately balanced. They 

look as if they will settle to a regular pattern of receipts at a reasonable level above payments in the months following October, 
due to the estimated sales growth and the similar 30-day accounts established.  

• The payment of GST will cause no great problems for the business. Indeed, because of the assets purchased and expenses paid 
in October, a refund of $1000 should be received from the ATO in November. The following months will settle down to a 
more regular payment pattern to the ATO.  

• However, due to the purchase of assets needed to start the business in October, and the delay in receiving any cash inflows in 
this first month of operations, a substantial overdraft/loan of approximately $10 000 will be required. This should be 
progressively paid off over the following months, as expense payments stabilise, and increasing cash inflows from sales are 
received. The overdraft will be able to be reduced to approximately $2000 by December, and if this trend continues it will 
almost certainly be paid off by the following month.  
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16.12  
 
 
B Armstrong  

Statement of Estimated Receipts from Accounts Receivable  

Estimated cash to be received in:  

Credit sales in:  Total  November  December 
September  88 000  22 000 
October  82 500  61 875  20 625 
November  99 000  74 250 
December  77 000  

$83 875  $94 875 

Accounts payable in: 
November  $132 000 
December  143 000 
 
 
 

B Armstrong 
Statement of Estimated GST Payments 

GST to be paid or received in: 
November  December 

GST collected 
Sales (cash and credit)  October  192 500  17 500  

November  209 000  19 000 
December  220 000 

Total GST collected  17 500  19 000 

GST credits received 
Purchases  October  132 000  12 000 

November  143 000  13 000 
December  165 000 

General expenses  2 000  2 400 

Total GST credits received  14 000  15 400 

Total GST payable to  
(or receivable from) ATO  $3 500  $3 600 
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B Armstrong  
Cash Budget for November and December  

November  December 

Estimated receipts 
Cash sales  110 000  143 000 
Accounts receivable  83 875  94 875 
Total estimated receipts  193 875  237 875 

Estimated payments 
Accounts payable  132 000  143 000 
General expenses  26 400  27 500 
GST paid to ATO  3 500  3 600 
Plant and equipment  165 000 
Total estimated payments  161 900  339 100 

Bank balance (start of month)  20 000 Od  11 975 Dr 
Excess receipts over payments  31 975  
Excess payments over receipts  101 225 

Bank balance (end of month)  $11 975 Dr  $89 250 Od 
 

Key points in report:  
• All of the receipts and payments seem appropriate for a business undergoing expansion. Regular payments of GST have been 

budgeted for, and sales and purchases (although somewhat variable) seem appropriately balanced.  
• The initial overdraft from October will be able to be converted to a positive balance during November. 
• However, due to the purchase of assets needed to expand the business in December, a substantial overdraft/ loan of 

approximately $100 000 will be required, and arrangements will have to be made to reduce this in the following months. This 
should be possible, as, without these asset purchases, it appears that receipts generally will exceed payments in most months. 
Indeed, the purchase of assets in December should result in a sizeable refund from the ATO in January, which can be 
contributed towards such reductions.  
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16.13  
 
 
P Adamson  

Statement of Estimated Receipts from Accounts Receivable  

Estimated cash to be received in:  

Credit sales in:  Total  October  November  December 
July  26 950  8 085  
August  29 700  14 850  8 910  
September  26 400  5 280  13 200  7 920 
October  29 700  5 940  14 850 
November  30 800  6 160 
December  31 900 

$28 215  $28 050  $28 930 

Accounts payable in: 
October  $23 760 
November  24 090 
December  23 540 
 
 
 

P Adamson 
Statement of Estimated GST Payments 

GST to be paid or received in: 
October  November  December 

GST collected 
Sales (cash and credit)  September  49 500  4 500 

October  53 350  4 850 
November  54 780  4 980 
December  56 100 

Total GST collected  4 500  4 850  4 980 

GST credits received 
Purchases (cash and credit)  September  47 740  4 340 

October  48 290  4 390 
November  48 290  4 390 
December  49 280 

Selling and administration expenses  1 710  1 750  1 770 
Cash register purchased  200 
Motor vehicle purchased  3 000 

Total GST credits received  6 050  6 340  9 160 
Total GST payable to  
(or receivable from) ATO  ($1 550)  ($1 490)  ($4 180) 
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P Adamson  
Cash Budget for three months ended 31 December  

October  November  December 

Estimated receipts 
Cash sales  23 650  23 980  24 200 
Accounts receivable  28 215  28 050  28 930 
Total estimated receipts  51 865  52 030  53 130 

Estimated payments 
Cash purchases  24 200  24 750  25 300 
Accounts payable  23 760  24 090  23 540 
Selling and administration expenses  25 250  25 470  25 580 
Cash register  2 200  
Motor vehicle  33 000 
GST payment to ATO  (1 550)  (1 490)  (4 180) 
Total estimated payments  73 860  105 820  70 240 

Bank balance (start of month)  21 300 Dr  695 Od  54 485  Od 
Excess receipts over payments  
Excess payments over receipts  (21 995)  (53 790)  (17 110) 

Bank balance (end of month)  $695 Od  $54 485 Od  $71 595  Od 
 
 
Key points in letter of advice:  
• The business is developing a serious cash flow problem. Each of these months shows an excess of payments over receipts. 

This has resulted in a $21 300 debit cash balance turning into a large overdraft of $71 595 by the end of the period under 
consideration.  

• If the business continues as predicted, provision will have to be made for this increasing overdraft/loan, which in the 
circumstances may not be granted. Interest payments on such an overdraft/loan would also have to be taken into 
consideration.  

• In the light of this cash flow problem, is there justification to purchase the cash register and the new vehicle?  
• The major problem is that the sales do not cover the expenses of the business, and therefore the business will have to increase 

sales significantly or cut costs. Increased sales might be achieved through an advertising campaign. Another possibility to 
investigate would be to increase the profit margin on goods being sold in order to cover costs. Costs may be able to be cut by 
looking closely at each expense to see if money can be saved.  

• Accounts receivable are also taking far too long to pay their accounts—an average of over 60 days, and up to three months. 
This needs to be closely looked at.  

• Indeed, immediate action is needed on a number of fronts if this business is to continue successfully.  
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16.14  
a  A successful business manager will need to know how to maintain a healthy cash flow as:  

- it can help to decrease required capital, through making the best use of available funds, and ensuring shortages, surpluses 
and seasonal fluctuations are catered for  

- it can increase profitability, by reducing interest expenses, by reducing periods when funds are short or reducing the 
amount that has to be borrowed, and ensuring that approaches to financiers for borrowings are well received, when this 
does become necessary  

- it can also help generate income on surplus funds, by highlighting these and allowing them to be invested in further 
business assets if they can be used profitably, or allowing them to be invested in interest-bearing deposits if the surplus is 
short-term in nature.  

b  A business should worry about cash flow management and timing because failure to generate profits is not the only cause of 
business failure. A business is at risk of insolvency if it does not have the cash to finance working capital needs, such as paying 
wages, telephone, etc. and accounts payable. Measuring the movement of money in and out of your business allows you to 
monitor your position and to set in place strategies that deal with shortages and surpluses. Timing of cash inflows and 
outflows is the basis of cash flow management—that is, making sure there are sufficient funds to pay essential payments such 
as wages and salaries, suppliers’ payments, and taxes when they fall due. Meeting commitments on time ensures the good 
reputation of the business.  

c  Potential areas for cash management improvement are (choose five):  
-  cash from sales—review procedures regularly to ensure cash is flowing into the business as efficiently as possible, send 

bills out quickly, shorten the collection period and bank money promptly  
-  credit policy and debt collection—screen credit customers carefully, set realistic credit limits and follow up on outstanding 

accounts as soon as they fall due to reduce delays in receiving payments  
- paying bills—use trade credit where it is available as this often amounts to a short-term, interest-free loan and work out 

the value of discounts for prompt payment  
- alternative credit—use credit cards for business purchases (as long as they are paid on time this can be an effective form 

of credit)  
- progress payments—if you are providing a service over a period of time, negotiate a payment schedule that gives progress 

payments during the job rather than a lump sum at the end  
- buyers’ terms—check out the terms and conditions of payment before taking on a big job—big business and government 

often have fixed payment terms that may not suit you (terms of 30 days could result in income not being received for 60 
days from invoicing)  

- inventory control—buy smaller quantities if possible, or introduce just-in-time inventory strategies where the supplier 
holds stock until it is needed  

- supplier relationships—talk to suppliers about new relationships that may be advantageous to both firms, such as joint 
promotions and marketing opportunities or new product promotions and reduce expenditure on advertising.  

d  Hartcher suggests that cash surpluses should be put to work, by either investing the surplus or using it to repay debt. She says 
it is usually a good policy to repay debt before considering alternatives, as debt usually attracts a higher interest rate than 
investments. However, this decision should be considered in the context of future cash needs and business strategies.  

e  Preparing a cash flow budget:  
- provides early warnings of potential cash shortages so that corrective actions can be taken on a timely basis  
- helps identify whether additional funds will be needed  
- assists in preparing requests to financiers for additional funding by demonstrating that the business can meet required 

repayments  
- identifies potential surpluses that can be invested to generate additional income, until they are required to meet outflows.  

f  The GST can have an adverse or positive impact on cash flow, depending on the circumstances of the business. Regardless, 
every business should plan to retain sufficient cash to pay the tax office when commitments fall due. A business may need to 
put cash into a separate account to cover all its tax commitments. Failure to pay tax, including GST, on time may result in 
penalties.  
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16.15  
The importance of a cash budget to the survival of a business must never be under-estimated. It is possible that a firm can be 
making a profit but still collapse because of lack of cash at certain points of time, as it is not able to meet its commitments. 
Alternatively, a business may have a lot of cash but find it hard to make a profit. Such problems occur because people do not 
understand the difference between cash flows and revenue/expense flows. The differences between cash flows and 
revenue/expense flows can be shown in such things as time lags due to the granting and use of credit, the impact of balance day 
adjustments, the difference between paying interest on and the repayment of loans, and the impact of the purchase of non-current 
assets and the provision for depreciation. Such items have very different impact on cash and profits, and can result in one being 
very much out of line with the other.  

Some businesses also forget how important it is to plan for the future, as well as looking at past results. The Income 
Statement, the Balance Sheet and the Cash Flow Statement  reveal details of past transactions. The cash budget forecasts the future 
cash position at a certain point in time. The cash budget must be used in conjunction with the three major financial reports that 
must be prepared and interpreted to maintain the continuing success of a business. When businesses evaluate past results and set 
goals and targets for all aspects of operations—profit and earning capacity, financial position and structure, and cash flows—they 
are much more likely to survive, to meet all commitments, and to provide an acceptable amount of profits for future growth and to 
allow the owner to withdraw a satisfactory income.  
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16.16  

e  
 
INPUT/ASSUMPTIONS  

ABC  
Name of Firm Enterprises 
 
Period Ended December 2009 
 
Collection Rates 

% of Sale 
 

First Month After Sale 20 
Second Month 75 
Third Month 5 

 
Estimated Receipts 

June July 
Credit Sales 89 100 99 000 
 

August September October November December 
Cash Sales  4 400  5 500  6 600 16 500  17 600 
Credit Sales  143 000  220 000  286 000 297 000   0 
Other Receipts (GST)   0   0   0  0   0 
Other Receipts ( No GST)   0   0  0   0 
 
Estimated Payments 
Cash Purchases  12 100  19 800  25 300  25 300  17 600 
Credit Purchases  55 000  66 000  67 100  77 000   0 
Wages and Salaries  39 000  39 000  39 000  39 000 
Motor Vehicles   0   0   0  77 000   0 
Lease on building    4 400  4 400  4 400  4 400  4 400 
Other Expenses    8 800  9 900  9 900  9 900  9 900 
Advertising   0  22 000  11 000   0   0 
Loan Repayment  1 000  1 000  1 000  1 000 
Other Payments (No GST)   0   0   0   0 
 
Bank Balance  
Beginning of September (- for   5 000 
Overdraft)  
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REPORT  

ABC Enterprises  
Statement of Estimated Receipts from Accounts Receivable  
For Four Months Ended December 2009 
 
Credit Sales in September October November December 
 
June 89 100  4 455 
July 99 000  74 250 4 950 
August 143 000  28 600 107 250 7 150 
September 220 000  44 000 165 000 11 000 
October 286 000  57 200 214 500 
November 297 000  59 400 

107 305 156 200 229 350 284 900 
 
 
 

ABC Enterprises 
Statement of Estimated GST Payments to ATO 
For Four Months Ended December 2009 

September October November December 
 
GST Collected 
Sales August 147 400  13 400 

September 225 500  20 500 
October 292 600  26 600 
November 313 500  28 500 

Other Receipts (GST)  0  0  0  0 
Total GST Collected 13 400 20 500 26 600 28 500 

 
GST Credits Received 
Purchases August 67 100  6 100 

September 85 800  7 800 
October 92 400  8 400 
November 102 300  9 300 

Motor Vehicles  0  0  0 7 000 
Lease on building  400  400  400  400 
Other Expenses  800  900  900  900 
Advertising  0 2 000 1 000  0 

Total GST Credits Received 7 300 11 100 10 700 17 600 
Total GST Payable to ATO 6 100 9 400 15 900 10 900 
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ABC Enterprises  
Cash Budget  
For Four Months Ended December 2009 
 

September October November December 
Estimated Receipts 
Cash Sales 5 500 6 600 16 500 17 600 
Accounts Receivable 107 305 156 200 229 350 284 900 
Other Receipts (GST)  0  0  0  0 
Other Receipts ( No GST)  0  0  0  0 

Total Estimated Receipts 112 805 162 800 245 850 302 500 
 
Estimated Payments 
Cash Purchases 19 800 25 300 25 300 17 600 
Accounts Payable 55 000 66 000 67 100 77 000 
Wages and Salaries 39 000 39 000 39 000 39 000 
Motor Vehicles  0  0 77 000  0 
Lease on building 4 400 4 400 4 400 4 400 
Other Expenses 9 900 9 900 9 900 9 900 
Advertising 22 000 11 000  0  0 
Loan Repayment 1 000 1 000 1 000 1 000 
Other Payments (No GST)  0  0  0  0 
GST Payment to ATO 6 100 9 400 15 900 10 900 

Total Estimated Payments 157 200 166 000 239 600 159 800 
 
Cash Position 
Balance - Previous Month 5 000 -39 395 -42 595 -36 345 
Net Cash Gain (Loss - ) -44 395 -3 200 6 250 142 700 
Balance - End Of Month -39 395 -42 595 -36 345 106 355 
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f  
 
INPUT/ASSUMPTIONS  

ABC  
Name of Firm Enterprises 
 
Period Ended December 2009 
 
Collection Rates 

% of Sale 
 

First Month After Sale 5 
Second Month 80 
Third Month 15 

 
Estimated Receipts 

June July 
Credit Sales 89 100 99 000 
 

August September October November December 
Cash Sales 4 400 5 500 39 600 49 500 50 600 
Credit Sales 143 000 187 000 242 000 253 000  0 
Other Receipts (GST)  0  0  0 7 700 7 700 
Other Receipts (No GST)  0  0  0  0 
 
Estimated Payments 
Cash Purchases 12 100 11 000 27 500 27 500 28 600 
Credit Purchases 55 000 66 000 67 100 77 000  0 
Wages and Salaries 39 000 39 000 39 000 39 000 
Motor Vehicles  0  0  0 77 000  0 
Lease on building 4 400 4 400  0  0  0 
Other Expenses 8 800 9 900 9 900 9 900 9 900 
Building  0  0 165 000  0  0 
Loan Repayment 1 000 1 000 1 000 1 000 

 0  0  0  0 
 
Bank Balance  
Beginning of September (- for  
Overdraft) 5 000 
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REPORT  

ABC Enterprises  
Statement of Estimated Receipts from Accounts Receivable  
For Four Months Ended December 2009 
 
Credit Sales in September October November  December 
 
June 89 100  13 365 
July 99 000  79 200 14 850 
August 143 000  7 150 114 400 21 450 
September 187 000  9 350 149 600 28 050 
October 242 000  12 100 193 600 
November 253 000  12 650 

99 715 138 600 183 150 234 300 
 
 
 

ABC Enterprises 
Statement of Estimated GST Payments to ATO 
For Four Months Ended December 2009 

September October November  December 
 
GST Collected 
Sales August 147 400  13 00 

September 192 500  17 500 
October 281 600  25 600 
November 302 500  27 500 

Other Receipts (GST)  0  0  0  700 
Total GST Collected 13 400 17 500 25 600 28 200 

 
GST Credits Received 
Purchases August 67 100  6 100 

September 77 000  7 000 
October 94 600  8 600 
November 104 500  9 500 

Motor Vehicles  0  0  0 7 000 
Lease on building  400  400  0  0 
Other Expenses  800  900  900  900 
Building  0  0 15 000  0 

Total GST Credits Received 7 300 8 300 24 500 17 400 
Total GST Payable to ATO 6 100 9 200 1 100 10 800 
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ABC Enterprises  
Cash Budget  
For Four Months Ended December 2009 
 

September October November December 
Estimated Receipts 
Cash Sales 5 500 39 600 49 500 50 600 
Accounts Receivable 99 715 138 600 183 150 234 300 
Other Receipts (GST)  0  0 7 700 7 700 
Other Receipts (No GST)  0  0  0  0 

Total Estimated Receipts 105 215 178 200 240 350 292 600 
 
Estimated Payments 
Cash Purchases 11 000 27 500 27 500 28 600 
Accounts Payable 55 000 66 000 67 100 77 000 
Wages and Salaries 39 000 39 000 39 000 39 000 
Motor Vehicles  0  0 77 000  0 
Lease on Building 4 400  0  0  0 
Other Expenses 9 900 9 900 9 900 9 900 
Building  0 165 000  0  0 
Loan Repayment 1 000 1 000 1 000 1 000 
  0  0  0  0 
GST Payment to ATO 6 100 9 200 1 100 10 800 

Total Estimated Payments 126 400 317 600 222 600 166 300 
 
Cash Position 
Balance - Previous Month 5 000 -16 185 -155 585 -137 835 
Net Cash Gain (Loss - ) -21 185 -139 400 17 750 126 300 
Balance - End Of Month -16 185 -155 585 -137 835 -11 535 
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16.17  
d  

INPUT/ASSUMPTIONS  
 
Name of firm Martono Enterprises 
 
Beginning Month Feb-09  
 

% of Sales 
Cost of Goods Sold 40.00% 
 

$ in % 
Feb-05 Growth 

Sales 10 000 11.00% 
Other Revenue 1 000 5.00% 
Expenses 

Selling  700 3.50% 
General/Admin  800 5.00% 
Finance  600 8.00% 

 
 
 

REPORT  
Martono Enterprises  
Operating Budget (Excluding GST)  
for three months ended Apr-09  

 

Growth 
 
 

Sales 
Less Cost of Goods  
Sold 

40.00% of Sales 
Gross Profit 
Add Other Revenue 
 
 
Less Other Expenses 
 
Selling 
General/Administration 
Finance 
Total Expenses 
Net Profit 
 
Proof Gross Profit 
Proof Gross Profit % 
Proof Total Expenses 
Proof Net Profit 

Factor  Feb-09 Mar-09 Apr-09  Total 
 
 

11.00%  10 000  11 100  12 321  33 421 
 

4 000  4 440  4 928  13 368 
6 000  6 660  7 393  20 053 

5.00%  1 000  1 050  1 103  3 153 
7 000  7 710  8 496  23 206 

 
 
 

3.50%  700  725  750  2,175 
5.00%  800  840  882  2,522 
8.00%  600  648  700  1,948 

2 100  2 213  2 332  6 645 
$4 900  $5 497  $6 164  $16 561 

 
0 
0 
0 
0  

Net profit increased from $16 379 to $16 561, an increase of $182 or 1.1 per cent.  
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e  
INPUT/ASSUMPTIONS  

 
Name of firm Martono Enterprises 
 
Beginning Month  Feb-09  
 

 % of Sales 
Cost of Goods Sold  40.00% 
 

 $ in % 
 Feb-09  Growth 

Sales 30 000 13.00% 
Other Revenue 2 000 4.00% 
Expenses 

Selling 1 000 4.50% 
General/Admin  800 5.00% 
Finance  600 8.00% 

 
 
 
 

REPORT  
Martono Enterprises  
Operating Budget (Excluding GST)  
for three months ended Apr-09  

 
Growth 

 
 
 
Sales 
Less Cost of Goods  
Sold 
 40.00% of Sales 
Gross Profit 
Add Other Revenue 
 
 
Less Other Expenses 
 
Selling 
General/Administration 
Finance 
Total Expenses 
Net Profit 
 
Proof Gross Profit 
Proof Gross Profit % 
Proof Total Expenses 
Proof Net Profit 

Factor  Feb-09 Mar-09 Apr-09  Total 
 
 

13.00%  30 000  33 900  38 307  102 207 
 

12 000  13 560  15 323  40 883 
18 000  20 340  22 984  61 324 

4.00%  2 000  2 080  2 163  6 243 
20 000  22 420  25 147  67 567 

 
 
 

4.50%  1 000  1 045  1 092  3 137 
5.00%  800  840  882  2 522 
8.00%  600  648  700  1 948 

2, 400  2 533  2 674  7 607 
$17 600  $19 887  $22 473  $59 960 

 
0 

(0) 
0 
0  

Net profit increased from $16 379 to $59 960, an increase of $43 581 or 266 per cent.  
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16.18  
Chapter summary.  

16.19  
All of these figures would be obtained from past records, adjusted for expectations of what will occur in the future period covered 
by the budget.  
a Cash sales figures would be obtained from the Cash Sales column of the Cash Receipts journal, if employed, or an analysis of 

the Cash at Bank account, or the Sales account.  
b Credit sales figures would be obtained from the Sales journal, if employed, or an analysis of the Accounts Receivable Control 

account, or the Sales account.  
c The rate at which accounts receivable pay their accounts figures would be obtained from an analysis of individual Accounts 

Receivable accounts or Ageing of Accounts Receivable reports, brought together in a Statement of Estimated Receipts from 
Accounts Receivable.  

d Cash purchases figures would be obtained from the Cash Payments journal, if employed, or an analysis of the Cash at Bank 
account, the Inventories account or Purchases account, if used.  

e Credit purchases figures would be obtained from the Purchases journal, if employed, or an analysis of the Accounts Payable 
Control account, the Inventories account, or the Purchases account, if used.  

f Normal operating expenses figures would be obtained from ledger Expense accounts, Trading and Profit and Loss accounts, 
or a Budgeted Income Statement.  

g GST payments figures would be obtained from GST accounts, such as GST Collected, GST Credits Received or GST 
Clearing, or from past BAS Statements, brought together in a Statement of Estimated GST Payments to the ATO.  
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16.20  
 
 
P Maynard  

Statement of Estimated Receipts from Accounts Receivable  

Estimated cash to be received in:  

Credit Sales in:  Total  September  October  November 
July  82 500  8 250  
August  88 000  79 200  8 800  
September  110 000  99 000  11 000 
October  121 000  108 900 
November  99 000 

$87 450  $107 800  $119 900 

Accounts Payable in: 
September  $55 000 
October  82 500 
November  88 000 
 
 
 

P Maynard 
Statement of Estimated GST Payments  

GST to be paid or received in:  

GST collected  September  October  November 
 
Sales (cash and credit)  August  176 000  16 000 

September  209 000  19 000 
October  247 500  22 500 
November  209 000 

Rent received  100  100  100 
Total GST collected  16 100  19 100  22 600 

GST credits received 
Purchases (cash and credit) August  121 000  11 000 

September  137 500  12 500 
October  137 500  12 500 
November  159 500 

Other operating expenses  900  1 000  1 000 
Building program  7 000 
Total GST credits received  11 900  13 500  20 500 
Total GST payable to  
(or receivable from) ATO  $4 200  $5 600  $2 100 
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P Maynard  

Cash Budget for three months ended 30 November  

September  October  November 

Estimated receipts 
Cash sales  99 000  126 500  110 000 
Accounts receivable  87 450  107 800  119 900 
Rent received  1 100  1 100  1 100 
Total estimated receipts  187 550  235 400  231 000 

Estimated payments 
Cash purchases  55 000  49 500  60 500 
Accounts payable  55 000  82 500  88 000 
GST payable to ATO  4 200  5 600  2 100 
Wages  6 800  6 800  7 500 
Other operating expenses  11 000  11 000  12 100 
Buildings  77 000  77 000 
Total estimated payments  132 000  232 400  247 200 

Bank balance (start of month)  5 000 Dr  60 550 Dr  63 550 Dr 
Excess receipts over payments  55 550  3 000  
Excess payments over receipts  16 200 

Bank balance (end of month)  $60 550 Dr  $63 550 Dr  $47 350 Dr 
 
 
Key points in letter of advice:  
• The business has a very sound cash flow situation.  
• The collection of cash from accounts receivable is good, with the average collection period not much over 30 days.  
• Estimated sales (and hence receipts) are increasing over the period, along with purchases in what appears to be a pre-

Christmas build-up. This is pleasing.  
• GST payments are fairly stable, and easily managed with the cash flow available.  
• Over the three months the final cash balance should increase by over $40 000. This is an excellent result, especially considering 

the payments for the building program in October and November. This can be accomplished without the need to borrow any 
more funds or obtain more capital from the owner. Indeed, funds would be available to invest (either inside or outside the 
business) during each of these months.  
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16.21  
Main points from letter to Adam Hardcastle:  
• The business has a problem because of lack of cash, despite earning good profits. The difference between cash flows and 

revenue/expense flows must be clearly understood, and actions taken to bring them more into line.  
- Accounts receivable are included in sales for the period, and are therefore used in the calculation of profit. However, this 

money is not being collected fast enough, and is therefore negatively affecting the cash balance.  
- If too much money is in inventories, the business is not turning these inventories into cash quickly enough. The expense of 

purchasing the goods is included in the calculation of profit, but the goods are not being sold fast enough to turn these back 
into cash.  

- The business must find the cash immediately for all purchases. This means that too much cash is being used to buy 
inventories. Even when these inventories are sold, they are generally sold on long-term credit (see above).  

- Cash is required to pay for insurance now, but under accrual accounting the expense is not applicable to this period (and 
hence has no effect on profit calculation).  

- Cash has been used to pay for the shop fittings, but this expenditure does not affect profit, as it is the purchase of a non-
current asset.  

- Money is required to pay for the advertising now, but could be treated as an expense next year when the sales occur.  
• The general principle to correct this problem is to make every possible effort to collect cash receipts more quickly, and to delay 

cash payments as long as possible, to bring receipts and payments more into line with revenues and expenses.  
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Chapter 17  
Understanding company reports   

17.1  
The many advantages of companies as a form of business ownership include:  
• the ability to raise greater amounts of capital for large-scale business operations  
• the ability to gain limited liability for members through the separate legal entity concept  
• the easy marketability of shares, which, for public companies, is achieved through the Stock Exchange 
• the larger amount of resources at their disposal, which enables companies to employ the best qualified staff  
• shareholders (the owners) do not need to take an active part in the management of the company and can leave this to the 

professional managers the company employs  
• the company has perpetual succession and is unaffected by changes in shareholders as it is a separate legal entity; if shares are 

sold or a shareholder dies the company continues to exist  
• tax savings advantages in a company structure, e.g. where the company tax rate is below relevant individual  tax rates.  
  The disadvantages of this form of business organisation include:  
• Some people feel that the regulations placed on companies by the Corporations Act are too severe and adversely affect their 

efficiency. They feel too much time and resources are spent complying with government regulations.  
• Some people feel that the separation of shareholders from the running of the company is a disadvantage rather than an 

advantage. This would be the case only where management abuses their trust and uses the company to benefit its own ends 
and not the shareholders’ interests, and where shareholders find it difficult to rectify the situation.  

 When writing a brief report you would point out both the advantages and disadvantages of a company structure as detailed 
above.  

17.2  
Major considerations:  
• a  private company has more access to capital  
• the owners in a private company have limited liability  
• a company has perpetual succession  
• there may be tax-saving advantages in a company structure.  

17.3  
a A company is a type of business organisation, registered under the Corporations Act, which enjoys perpetual succession and 

whose capital is contributed by a number of persons.  
b A company limited by shares has shares that may be offered to the public and are usually transferable on the Stock Exchange. 

This is the most common type of company in Australia.  
c In a company limited by guarantee, the shareholders’ liability is limited to the amount they have guaranteed to pay the 

company on demand. Clubs and non-profit organisations are commonly established as this type of company. This type of 
company can also be set up to organise a community event where the proceeds are expected to cover expenses. Should 
proceeds not cover expenses, the company calls on shareholders to pay up to the amount they guaranteed to pay.  

d In the Corporations Act, a no-liability company is a company in which the acceptance of a share does not constitute a contract 
to pay a call. The shareholder is not obliged to pay any outstanding amounts on the shares that may be called up by the 
company. Should the shareholder not pay the amount called up, the company will take back the shares. The shareholder then 
forfeits the shares. Mining companies only can be no-liability companies. The high risks involved in this industry make this 
form of ownership very attractive. A no-liability company must indicate this by having either No-Liability or its abbreviation 
NL in its name.  
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17.4  
• In private companies, the number of shareholders is limited to a maximum of fifty; public companies have no limit.  
• Private companies have a restriction placed on the right to transfer shares; public companies don’t.  
• A private company cannot invite the public to subscribe to shares or borrow money from the public by issuing debentures or 

depositing money with it; a public company can.  
• Private limited companies must have Proprietary Limited or Pty Ltd in their name; public companies must have the word Ltd 

in their name.  

17.5  
Website exercise.  

17.6  
a Refer to website.  
b Refer to website.  
c They are treated as an expense (AASB 138, para 69).  

17.7  
Share capital is the term used to describe the amounts that shareholders have paid to the company for the purchase of shares. It 
contains only amounts given to the company and thus for the issue of shares in the first instance. Subsequent sales of shares occur 
between individuals (usually on the Stock Exchange) and so the exchange of cash is between those individuals and does not enter 
the company’s records.  

Reserves is the second category of shareholders’ equity used in practice. This concept usually describes funds retained in the 
organisation and not paid out as dividends. These funds may have arisen because of ‘capital’ transactions (e.g. the revaluation of 
assets) or because profits made in the normal course of operations have not been paid out as dividends. It is important to realise 
that these reserves do not mean that an amount of cash is available to the value of the reserve. Cash would only be available if 
money were deliberately deposited in a bank account. Reserves can be given specific titles, such as Asset Replacement Reserve, or a 
general title, such as General Reserve.  

Retained profits are the amounts of after-tax profits earned by the company and retained in the business. These amounts can 
be carried over at the end of the year, and hence the amounts may accumulate from year to year. If the company is making losses 
and not profits, and these amounts are carried over to future years, then the term more appropriate to describe this is accumulated 
losses. This would be deducted from the total shareholders’ equity.  

17.8  
A Cash Trust account is used when money is received from shareholders on application. At this stage the money does not belong 
to the company and hence is held in a trust account.  

17.9  
a Shareholders’ equity  
b Shareholders’ equity  
c Shareholders’ equity  
d Asset  
e Shareholders’ equity  
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17.10  
a  

April 10  Cash trust  100 000 
Application  100 000 

(Receipt of application monies) 

Cash at bank  100 000 
Cash trust  100 000 

(To transfer monies from cash trust to cash  
at bank account) 

Application  100 000 
Share capital  100 000 

(To record the application money on 500 000 shares 
paid in full)  

 

 
b  

Cash Trust  

April 10  Application  100 000  April 10  Cash at bank  100 000 

Cash at Bank 

April 10  Cash trust  100 000  June 30 Balance c/d  100 000 

100 000  100 000 

July  1  Balance b/d  100 000 

Application 

April 10  Share capital  100 000  April 10  Cash trust  100 000 

Share Capital 

June 30  Balance c/d  100 000  April 10  Application  100 000 

100 000  100 000 

July  1 Balance b/d  100 000 

 

c  
 
 

Balance Sheet as at 30 June  
 
Shareholders’ equity  
Share capital (100 000 shares called and paid to $1)  100 000 
Total shareholders’ equity  $100 000 
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17.11  
a  

May 10  Cash trust  200 000 
Application—ordinary  200 000 

(Receipt of application monies) 

Cash trust  200 000 
Application—preference  200 000 

(Receipt of application monies) 

Cash at bank  400 000 
Cash trust  400 000 

(To transfer monies from cash trust to  
cash at bank account) 

Application—ordinary  200 000 
Share capital—ordinary  200 000 

(To record the application money on  
200 000 ordinary shares) 

Application—preference  200 000 
Share capital—preference  200 000 

(To record the application money on  
200 000 preference shares) 

June 15  Allotment—ordinary  100 000 
Share capital  100 000 

(To record the allotment money due on 
200 000 shares x 50c) 

Allotment—preference  100 000 
Share capital  100 000 

(To record the allotment money due on  
200 000 shares x 50c) 

Cash at bank  200 000 
Allotment—ordinary  100 000 
Allotment—preference  100 000 

(To record the receipt of the allotment money) 

Sept 18  First call—ordinary  100 000 
Share capital  100 000 

(To record the first call due on 200 000 shares) 

First call—preference  100 000 
Share capital  100 000 

(To record the first call due on 200 000 shares) 

Cash at bank  200 000 
First call—ordinary  100 000 
First call—preference  100 000 

(To record the receipt of the call money)  
 
 
b  

 
 

Balance Sheet as at 30 June  
 
Shareholders’ equity  
Share capital (200 000 ordinary shares called and paid to $1.50)  300 000 
Share capital (200 000 preference shares called and paid to $1.50)  300 000 
Total shareholders’ equity  600 000 
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c  
 
 

Balance Sheet as at 30 September  
 
Shareholders’ equity  
Share capital (200 000 ordinary shares called and paid to $2)  400 000 
Share capital (200 000 preference shares called and paid to $2)  400 000 
Total shareholders’ equity  800 000 

17.12  
A sole trader is taxed as an individual on all sources of income. A company is a separate legal entity and is required to pay tax on its 
profits.  

17.13  
a Administrative expense in the Profit and Loss account and therefore in the Income Statement. 
b Administrative expense in the Profit and Loss account and therefore in the Income Statement.  
c Finance expense in the Profit and Loss account and therefore in the Income Statement.  
d Expense in the Profit and Loss account and therefore in the Income Statement.  

17.14  
a  Dividends are usually calculated on the paid-up capital of the company.  
b Preference shares are given preference over ordinary shares on payment of a dividend. However, they may also have different 

conditions attaching to their dividend.  
 Cumulative preference shares mean that if insufficient profits are made in any one year, to pay the stated dividend rate, any 

outstanding dividend must be paid in future years before ordinary shareholders can receive dividends.  
 Non-cumulative preference shares mean that the dividend on these shares does not accumulate and if profits are not large 

enough to cover the stated rate of dividend in any one year, the dividend is lost.  
 Participating preference shares mean that provision may be made for shares of this type to be granted higher dividends than 

their fixed rate to allow them to be paid the same dividend as ordinary shares, if the ordinary shareholders are to receive a 
higher rate of dividend.  

c If a final dividend is declared, a final dividend payable account will appear in the Balance Sheet at the end of the financial year.  
d An interim dividend is declared and paid in the middle of a year. A final dividend is declared at the end of the financial year 

and paid in the following financial year.  
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17.15  
a  

Jan  1  Interim dividend—ordinary  1 200 
Cash  1 200 

(8% interim divided paid on 10 000 fully  
paid $1 shares and 10 000 shares paid to 50c) 

June 30  Final dividend—ordinary  1 200 
Final dividend payable—ordinary  1 200 

(8% final dividend provided on 10 000 fully  
paid $1 shares and 10 000 shares paid to 50c) 

June 30  Final dividend—preference  1 400 
Final dividend payable—preference  1 400 

(14% preference dividend on 5000 shares paid to $2)  
 

b  

Interim Dividend—Ordinary  

Jan 1 Cash  1 200 

Final Dividend—Ordinary  

June 30 Final dividend payable  
—ordinary  1 200 

Final Dividend—Preference  

June 30 Final dividend payable  
—preference  1 400 

Final Dividend Payable—Ordinary  

June 30  Final dividend—ordinary  1 200 

Final Dividend Payable—Preference 

June 30  Final dividend—preference  1 400 

c 
Retained Profits 

2008  2007 

June 30  Interim dividend  1 200  July  1 Balance  xx 

Final dividend—ordinary  1 200 

Final dividend—preference  1 400 
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17.16  
 
 

Income Statement (extract) for the year ending 30 June 2008  
 
Net profit (before tax)  47 000 
Income tax expense  25 000 
Net profit (after tax)  22 000 
Add: 
Balance retained profits 1/7/07  3 000 

25 000 
Less: 
Interim dividend paid  5 000 
Final dividend declared  10 000 
Transfer to general reserve  1 500  16 500 
Balance retained profits 30/6/08  $8 500 

 

17.17  
a  

2008  
June 30  Income tax expense  40 000 

Income tax payable  40 000 
(Estimated tax liability for the year) 

Final dividend—ordinary  3 000 
Final dividend payable—ordinary  3 000 

(Final dividend of 15% on 20 000 shares  
paid to $1) 

Final dividend—preference  3 125 
Final dividend payable—preference  3 125 

(Final dividend of 10% on 10 000 shares  
paid to $2 and 10% on 15 000 shares paid  
to 75c)  

 
 

b  
Profit and Loss (extract)  

June 30  Income tax expense  40 000 

Retained Profits (extract) 

June 30  Final dividend—ordinary  3 000  June 30 Net profit (after tax)  xxx 

Final dividend—preference  3 125 
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17.18  
 
 

Income Statement (extract) for year ended 30 June 2008  
 
Net profit (before income tax)  125 000 
Income tax expense  50 000 
Net profit (after income tax)  $75 000 
 
 
 
 

Retained Profits Statement (extract) for year ended 30 June 2008 
 
Retained profits at 1 July 2007  0 
Add Net profit (after tax)  75 000 

75 000 
Less Interim dividend paid—ordinary  2 625 
Interim dividend paid—preference  2 800 
Final dividend declared—ordinary  3 375 
Final dividend declared—preference  2 800 
General reserve  12 000  23 600 
Retained profits at 30 June 2008  $51 400 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

499  



 

17.19  
a Chairman’s Report, page 3  

Group Managing Director’s Report, page 4  
Results In Brief, page 6  
Supermarkets, page 8  
General Merchandise, page 12 
Consumer Electronics, page 14 
Hotels, page 16 
Our Focus Is, page 17 
Project Refresh, page 18  
Strategy and Growth, page 22 
Capital Management, page 26 
People Power, page 28 
Being Responsible, page 32 
Board of Directors, page 36  
Senior Management, page 38 
Directors’ Statutory Report, page 40  
Remuneration Report 2006, page 42  
Auditors’ Declaration, page 59 
Corporate Governance, page 60  
Financial Report to Shareholders, page 67 
Shareholder Information, page 160  
Company Directory, back cover  

b  Woolworths has had another outstanding year, highlighted by the achievement of net profit after tax of $1 billion for the first 
time. This has enabled excellent returns for shareholders with earnings per share increasing by 14.8 per cent  and a total 
dividend of 59 cents per share, up by 15.7 per cent. The key priorities have been: driving cost reductions and efficiency. The 
huge improvements via Project Refresh and building a new supply chain have ensured that Woolworths is at a world standard 
in terms of efficiency and cost effectiveness. 

c  In supermarkets, for the full year, sales increased 11 per cent of which Food and Liquor sales in Australia grew 8.0 per cent with 
comparable sales growing 3.7 per cent during the year. Cost savings continue to be vigorously pursued. Woolworths’ policy is 
and has consistently been to reduce costs and lower prices. This will remain our fundamental strategy moving forward. 

 The general merchandise group (Big W) had a solid sales result for the year in a difficult market. Sales for the full year were $3.1 
billion, an increase of 7.2 per cent over the previous year. Big W continues to remain focused on providing customers excellent 
value for money through consistent application of our Every Day Low Pricing strategy. 

d  Gross profit has increased from $6177.0 million in 2002 to $9444.6 million in 2006, an increase of 52.9 per cent. 
 Profit after tax has increased from $523.2 million in 2002  to $1014.6 million in 2006, an increase of 93.9 per cent. 
e  Statement of Recognised Income and Expense. 
f  Directors’ Declaration is signed by the Chairman and the Group Managing Director/CEO. The directors declare that 

Woolworths can pay its debts, that the report is in accordance with the Corporations Act and Accounting Standards, and that 
the report gives a true and fair view of the financial position and performance of the company. 

g  Deloitte Touche Tohmatsu and signed by a partner Rod Smith. 
h  The audit opinion of the financial report has no qualifications and is therefore a ‘clean opinion’.  
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17.20  
a Dividend per share 2006—59 cents (interim 28c and final 31c  — see page 71 or page 97) 
b Big W stores—129  

17.21  
Refer to the latest report.  

17.22  
Refer to the latest report for Coles Group Ltd.  

17.23  
• One statement is prepared for external use. This is called an Income Statement. It combines the Profit and Loss and Retained 

Profits accounts prepared for internal use.  
• The lack of detail on individual items of expense and revenue in the external statement of profit.  
• The Income Statement is comparative. The statement must, by law, show at least the previous year’s trading results.  
• The lack of detail on individual items of assets and liabilities in the external Balance Sheet. 
• The Balance Sheet also shows comparative figures.  

17.24  
a  2006—$1026.7m; 2005—$817.2m; an increase of $209.5m. 
b  Interim $325.9m, final $367.1m, total $693m (page 97) 
c  90.89 cents 
d  $445.8m 
e  2006—$37 849.7m; 2005—$31 481.2m; an increase of $6368.5m 
f  $13 346.4m 
g  $4257.6m 

i  Issued capital $2947.8m 
ii  Shares held in trust ($87.1m) 
iii  Reserves ($288.6m) 
iv  Retained earnings $1455.7m  
v   Minority interest $229.8m  

h Woolworths had $4759.4m in intangible assets. Intangible assets are those that don’t have a tangible form; for example, 
trademarks, copyrights, goodwill, brand names, liquor and gaming licences.  

i  Issued capital $2947.8m 
j  Proceeds from share issue $40.9m; proceeds from external borrowings $11 089.2m 
k Income tax paid appears in the cash flows from operating activities. $475.3m  
l  Yes, it did issue new shares. In the cash flows from financing activities. $40.9m 
m Yes, the cash position improved from $433.8m to $525.9m, an increase of $92.1m  
n  $1705.1m 
o A segment disclosure is disclosing information relating to specific segments of the business—in this case Supermarkets, Big 

W and Consumer Electronics, Hotels and Wholesale (see Note 7).  
p Australian equivalent to International Financial Reporting Standards and Australian Generally Accepted Accounting 

Principles. 
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17.25  

2008  2007  
a Gross profit  35.96%  35.90% 
b Net profit  3.20%  3.21% 
c Return on total assets  11.88%  12.73% 
d Earnings per share  39.00c  37.27c 
e Price earnings ratio  8.21 times  8.32 times 
f  Dividend yield  6.25%  6.45% 
g Return on owner’s equity  8.22%  8.17% 
h  Current  2.83 to 1  3.35 to 1 
i  Quick  1.06 to 1  1.26 to 1 
j  Debt  49.56%  48.82% 
k  Equity  50.44%  51.18% 
l  Turnover of accounts receivable  36.41 days  37.32 days 
m  Turnover of inventories  2.46 times  2.42 times 
n  Cash flow to revenue  2.46%  3.85% 
o  Times interest earned  6.11 times  4.07 times 
p  Lincoln financial health  40.32%  44.23% 
q  Lincoln debt  49.56%  48.82% 
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17.26  

Ratios  

Earning capacity  2008  2007  
Gross profit  56.94%  59.62% 
Net profit  13.61%   14.62% 
Return on owner’s equity  29.79%   33.04% 
Return on total assets  27.59%   29.63% 

Financial stability 
Current  1.12 to 1  1.17 to 1 
Quick  0.42 to 1  0.46 to 1 
Lincoln financial health  65.38%   69.17% 
Equity  45.75%   44.83% 
Debt  54.25%   55.17% 
Lincoln debt  54.25%   55.17% 
Times interest earned  10.00 times  11.43 times 

Management effectiveness 
Turnover of inventories  1.72 times  1.40 times 
Turnover of accounts receivable  73.00 days  91.25 days 

Earnings per share  0.327  0.3800 
Price earnings ratio  5.36 times  3.68 times 
Dividend yield  11.43%  14.29% 
 
 
Comments should include the following points:  
• General improvement over all areas except in gross profit ratio (need to check reason), earnings per share (increase in profits 

not sufficient to cover increase in shareholders’ equity) and dividend yield (increase in  value of shares greater than increase in 
dividends).  

• Areas of concern—slow turnover of inventories, collection of accounts receivable, quick asset ratio, earnings per share and 
dividend yield.  

• Compared to industry averages—below average gross profit and net profit ratios. Earnings per share and price earnings ratio 
better than average. Dividend yield 2008 fell below industry average. Quick asset ratio below industry average.  

• General recommendations to invest in company. Rate of return on shareholders’ equity and total assets improving and better 
than industry average as in earnings per share and price earnings ratio. While dividend yield fell in 2008, with better use of 
funds, this should improve.  

17.27  
Spreadsheet application—companies.  

17.28  
Chapter summary.  

17.29  
a The FASB (Federal Accounting Standards Board) is the board that sets accounting standards for the companies in the USA.  
b Share-based remuneration is where certain employees of the organisation are paid some of their salary in terms of shares.  
c  The author argues that when the share-based compensation is not expensed in the year of issue it is a ‘hidden/secret 

commission’. It tends to corrupt executives because it does not align their interests with the shareholders’ interests. It leads to 
short-term inflation of profits and share values.  

d See website of AASB for relevant accounting standards.  
e  Research.  
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17.30  
a Earnings before interest, tax, depreciation and amortisation.  
b The problem with the measure is that it is affected by accounting treatments, and so can vary between companies, depending 

on how they treat such things as the write-off of intangibles.  
c Free cash flow is a measurement of cash flow from operations, reduced by capital expenditure.  
 This figure shows how much cash a company has available for all of its expected financing outflows; for example, to reduce 

debt, do acquisitions or buy back stock/shares. This figure cannot be ‘manipulated’ by accounting treatments, and so many 
argue that it is a more reliable measure of the ‘health’ of a company.  

d Refer to the AASB website.  
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Chapter 18  
Personal financing and investing   

18.1  
Personal budget.  

18.2  
Essential payments may include mortgage repayments, personal loan repayments, rates, electricity, house and contents insurance, 
food, car repayments, car expenses (insurance, registration, petrol, service costs), phone, clothing, transport, after-school care, 
schooling expenses and/or school fees and savings. Non-essential payments may include entertainment, gifts and donations, 
holiday savings, newspapers and magazines, sport, personal items, CDs and weekend trips.  

Personal cash budget for the month may appear as follows:  

 

Mark and Samantha  
Personal Cash Budget for month  

Receipts 
Salaries 
Investments (after tax) 
 
 
Essential payments 
Mortgage repayments 
Personal loan repayments (this amount to include 
existing $250 plus new proposed loan) 
Rates 
Electricity 
House and contents insurance 
Phone 
Clothing 
Transport 
After-school care 
Schooling expenses (books, etc.) 
School fees 
Savings (10%) 

Non-essential 
Entertainment 
Gifts/donations 
Holiday savings 
Newspapers and magazines 
Sports and hobbies 
Personal items 
Weekend trips 
CDs 
Surplus (deficit) 

 

18.3 
Personal Balance Sheet. 

$6 250.00 
87.50 

6 337.50 
 
 

1 000.00 

Research these amounts 
and any others you may 
have included. 

 
 
 

625.00 
 
 
 
 
 
 
 
 
 
 
 

xx xxx  xx xxx 
$xx xxx  

 

505  



 

18.4  
The Balance Sheet of Mark and Samantha may appear as follows:  

 

Mark and Samantha 
Balance Sheet as at 

Assets  
Cash at bank     $1 250 
House      350 000 
Furniture       x xxx 
Car        1500 
Jewellery and other personal items (list)        x xxx 

     xxx xxx 

Less Liabilities 
Mortgage   200 000 
Personal loan    7 000 
Credit and store cards  xx xxx 
Outstanding bills    xx       xxx xxx 
Net worth  $x xxx xxx 

 

18.5  
a No interest-free cards; interest-free period cards; interest-free period cards with full awards access.  
b Features of a no interest-free card include: no annual fees; lower interest rate; interest charged from date of purchase; and 

interest calculated daily.  
Features of an interest-free card include: an annual fee charged; an interest free period of up to 55 days if the balance is paid 
on or before the due date; higher interest rate than a no-interest free card; and may have limited access to a rewards program 
on payment of an additional fee.  
Features of an interest-free period card with full awards access include: higher annual fee than other type of cards; an interest 
free period of up to 55 days if the balance is paid on or before the due date; higher interest rate than a no interest-free card; 
may have a higher credit limit; may be restricted to clients with high incomes; and may have a broader rewards program than 
an ordinary interest-free card.  

18.6  
a  Yes. 
b Platinum credit card. 
c Higher limit; offers 12 months free overseas travel insurance; automatic entry to awards program, 

earns more award points etc. 
d  No. Complimentary on platinum and gold cards  
e No.  
f  Platinum and  gold cards. 
g No annual fee card. 
h No annual fee. 
i  Standard awards card. 
j  Lower annual fee 

18.7  
Personal credit cards.  

18.8  
Research.  
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18.9  
a  ‘Factoring’ occurs where a business buys debts at a discount from another business and makes a profit by collecting the full 

amount owing. 
b A store would ‘factor’ its credit customers accounts to save the costs of maintaining a full credit department and minimise any 

associated accounting costs.  
c A credit card would normally be more acceptable as the rate of interest charged is generally lower than charged on store credit 

cards.  

18.10  
Research.  

18.11  
Research.  

18.12  
a  i  $1581  ii  $1136  iii  $998 
b  i  $569 160  ii  $408 960  iii  $359 280 
c  i  $319 160  ii  $208 960  iii  $209 280 

18.13  
a AAPR overcomes the problem that occurs when trying to choose a home loan as not all lenders include all fees and charges, 

both upfront and ongoing, in their quoted interest rate. The AAPR calculation includes all these and provides an indication of 
the true cost of the loan.  

c John Symond is concerned that additional features that are provided free of cost to the borrower (redraw facility, split loan 
facility, no limit on additional repayments) are not factored into the calculation. Thus, a loan with these facilities may be a better 
option to one with an identical AAPR that does not have these facilities.  

18.14  
Group project.  

18.15  
Web exercise.  

18.16  
Decision problem.  

18.17  
Web exercise.  

18.18  
Web exercise and calculations.  

18.19  
Web exercise.  

18.20  
Web exercise.  
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18.21  
a The major costs associated with financing a residential property would be:  
 -  establishment fees. A once-only fee charged when applying for the loan. These are charged to cover the lender’s costs of 

assessing and processing the home loan application. These may be quite high but are often open to negotiation depending 
on competition between lenders at the time  

 -  security administration and property evaluation fees. Both these are once-only charges  
 - service fees (loan account-keeping fees). They are usually charged on a monthly basis. The amount charged may depend 

on the type of loan  
 - guaranteed rate fee where applicable 
 -  lender’s mortgage insurance where applicable  
 - interest.  
The following are costs associated with the purchase of a residential property:  
 -  government stamp duty; council searches; local authority charges; water meter reading; titles office searches; contaminated 

lands register search; department of transport search; stamp duty on bank mortgage; titles office registration fee on 
transfer; titles office registration fee on mortgage; legal fees (conveyancing); building and pest inspection fees.  

18.22  
a Line-of-credit loans.  
b Interest is calculated daily.  
c The borrowers had effectively doubled their loan repayments.  
d Use of credit cards will encourage the borrowers to overspend and not increase their loan repayments.  
e Borrower should take out a normal home loan and pay it back as soon as possible.  
f Line-of-credit loan interest rate is higher than the basic home loan rate 7.25 per cent compared to 6.5 per cent.  
g  The small print mentioned ‘fees and charges are payable’ that were not listed, and stated that ‘these may be varied or new 

terms and conditions introduced in the future’.  
h No.  

18.23  
Research.  

18.24  
Research and decision-making.  

18.25  
a No  
b  i Yes  ii  $5750 
c i  Yes  ii  $3326 

18.26 
a  $280; $4280 
b  $37.50; $2537.50 
c  61 cents; $200.61 

18.27 
a  $18; $16.49; $14.96; $49.45 
b  $8.30; $7.96; $7.60; $7.25; $6.89; $6.54; $44.54 
c  $4.15; $4.07; $3.98; $3.89; $3.80; $3.71; $3.62; $3.53; $3.46; $3.36; $3.27; $3.18; $44.02 

18.28 
a  $15 000; $1805.56 per month 
b  19.46% 
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18.29  
a  i  $3600; $283.34 per month ii   $1440; $393.34 per month 
b  i  17.63%  ii  17.28% 

18.30  
Credit card application.  

18.31  
Calculations would include:  
Credit card interest on $5000 for 1 year at 18% = 5000 x 18 x 1 = $900 pa.  
 100  
Over 4 years the interest would be $3600.  
Personal loan cost $130 monthly repayment x 48 months = $6240 + $100 (application fee) = $6320. Interest charged is $1240 over 
4 years or $310 pa.  

Interest saved each year by taking out the personal loan is $900 - $310 = $590. This amount of $590, which when reduced by 
the $100 application fee, is more than the amount Sinclair would be able to spend on credit on the card in year 1 as shown below. 
In the following years the saving in interest is $590 and in addition the principal of the personal loan is reducing while the credit 
card balance remains at $5000.  

At the end of year 1 Sinclair still owes $5000 on the credit card because the card is always up to the limit, has paid $1320 of 
which $900 is interest, and as a result has only had use of $420 to spend on credit. The personal loan has decreased by $1560 of 
which interest accounts for $310. The principal has reduced by $1250. At the end of year 1 Sinclair would owe $5000 on the card 
but $4680 on the personal loan. The situation for the remaining three years is the same. Interest on the credit card is $900 per year 
and $310 on the personal loan. The principal owing on the personal loan reduces each year until the loan is paid off while it would 
remain at $5000 on the credit card with only $420 being available for credit each year.  

Sinclair’s net worth would be considerably more after 4 years with the personal loan, with only marginally higher repayments 
and very little reduction in living standards during that period.  
 Sinclair should be advised to cancel the credit card and take out the personal loan. Only by cancelling the  
credit card can it be assured that Sinclair does not run up more credit in addition to the personal loan.  

18.32  
i  11.52% 
ii  $1200; $466.67; $11 200 
iii  $1208; $11 208 
iv  Loan b less interest  

18.33  
Group project.  

18.34  
Compare and contrast on the basis of risk and security of investment, return—type and %, capital growth, effect of tax.  

18.35  
Risk profile questionnaire.  

18.36  
Risk profile questionnaire. 
Use the table at the bottom of p. 745 of the coursebook to calculate (c) and (d), and to make a decision (e).  
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18.37  
a  Australian shares 
b  Australian bonds 
c  Australian listed property 
d  Cash 
e  Australian listed property 
f 34.0% Australian listed property  1 year 
 25.8% Australian listed property 3 years 
 25.0% Australian shares 1 year 

18.38  
Yellow pages research.  

18.39  
Yellow Pages and Internet research.  

18.40  
Research.  

18.41  
Costs could include entry fees, exit fees, management fees, ongoing fees, switching fees and trailing fees.  

18.42  
Managed funds research.  

18.43  
a  $320 
b  $800 
c  $675 
d  $1000 

18.44 
a  $509.45; $10509.45; 5.09% 
b  i  $2562.50; 10.25%  ii  $2327.05; 9.3%; choose option i as $235.45 greater interest. 
c Option i by $45.50. Interest on i is $350 and interest on ii is $304.50. 

18.45 
a  $25 250; 26.25% 
b  $18 979.50; 26.53% 

18.46 
a  $16 232 
b  $16 582.50 
c  $16 765.13 
The best option would be c. 

18.47 
a  $171 074.40 
b  $14 192 

18.48 
a  $228 200 
b  $192 750 
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18.49  
a  $63 186 
b  $110 401.50 

18.50 
a  2.27% 
b  4.27% 

18.51  
Woolworths.  

18.52  
The major role of your accountant should be the maintaining of accounting and taxation records of your investment. Also, the 
accountant should ensure compliance with any rules, regulations and legal requirements that affect your investments. The 
accountant, unless a certified financial planner, should only offer incidental advice to you about your investments when requested.  

18.53  
Spreadsheet application—interest.  

18.54  
Spreadsheet application—share portfolio.  

18.55  
Spreadsheet application—future value.  

18.56  
Spreadsheet application—present value.  

18.57  
Chapter summary.  

18.58  
a Failure to control extra spending on the credit card negated any savings from line-of-credit loans.  
b Fees for early payout of the existing loan to move to the line-of-credit loan.  
c Lender who was on a commission.  
d Offset account.  
e Interest on the offset account is not taxed and is deducted from the interest due on the home loan. The extra money 

deposited in the offset account can be used to upgrade to a more expensive home while keeping the original home as a rental 
property.  

f  Because the interest earned on the offset account is not taxed its value to a person on a tax rate is increased. For example, if 
the personal tax rate is 45% a non-taxable interest rate of 5% is actually worth 7.25%, i.e. 5+ 2.25 (45% x 5).  

g  The interest earned is not taxable and is deducted from the interest owing on the loan account.  
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18.59  
a  Net return of the funds; the costs of being in the fund; brand integrity. 
b  Past performance of a fund is no indicator of future possible returns of a fund. 
c  The five steps are: 

1  See a financial planner  
The Australian Consumers Association recommends that first-time investors go to see a professional financial planner even 
though they could do it themselves through online discount brokers. A financial planner should have access to information a 
first-time investor may not have that may be critical to successful investing. It is recommended that the first-time investor 
obtain a list of financial planners from the Financial Planning Association, and having chosen a financial advisor enquire 
carefully about where and from whom the planner gets any fees.  
2  Determine a timeframe  
It is recommended that short-term investment should be in the form of a cash management trust while investment for a 
minimum of five years would be in managed funds.  
3  Determine risk  
The investor’s attitude to risk will determine the type of investment. A risk profile should be completed by the investor. A 
managed fund appropriate to the risk profile of the investor should be chosen. Managed funds trade off risk and return. 
Managed funds are classified according to the risk involved and such terms as balanced, high growth, diversified, active and 
passive are used to describe them.  
4  Do your research  
Past performance of a fund does not necessarily give an indication of future performance. Past performance figures are 
usually the most easily obtainable, but cannot indicate whether the return is the result of the skill of the managers or luck. The 
average investor does not normally have access to this type of information. Before investing, information from any available 
source should be accessed. Sources of information would include the fund’s prospectus and data from rating agencies. Also 
check to see that the fund is registered with the Australian Securities and Investment Commission.  
5 Analyse the fees  
Check to see what fees are applicable. These could include entry fee, exit fees and ongoing fees. Entry fees may be as high as 
5 per cent but may be waived. Exit fees are expressed as a percentage, but are often reduced on a sliding scale over the term 
of the investment. Ongoing fees are a yearly fee that can have the most impact on the investment.  

d  Long-term investment with a minimum term of five years. 
e  Cash management trust. 
f  Risk attitude. 
g  Australian Securities and Investment Commission.  
h  Entry fees, exit fees, ongoing fees. Entry fees are expressed as a percentage of the investment and payable when investing in 

the fund. These may be as high as 5 per cent of the investment but some funds may waive these to attract the investment. 
Exit fees are payable on leaving the fund. They are also expressed as a percentage of the investment, but are often reduced on 
a sliding scale over the term of the investment to encourage leaving funds for the long term. Ongoing fees are charged yearly 
and may be as high as 2.4 per cent of the value of the investment, and as such they have the greatest impact on the 
investment.  

i  Ongoing fees (management expense ratio).  

18.60  
Personal financial goals and financial plan.  
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Chapter 19  
Accounting for grazing enterprises   

19.1  
Grazing enterprises are established to maintain animals for the purpose of selling them or their bodily produce.  

19.2  
• Grazing enterprises must be run as an efficient business organisation, but this is often difficult as the grazier may have dual 

roles that are hard to separate. These dual roles mean that the grazier does much of the  physical labour on the property, as 
well as having to make most managerial decisions. Although graziers are usually very capable in the first of these roles, many 
are not particularly interested in, or still have a lot to learn about managerial decision-making. Many still do not keep 
sufficiently detailed records of activities on their property.  

•  The fact that other household members often provide unpaid labour for the grazing enterprise makes determining true costs, 
and decision-making based on these costs, quite difficult. It may well be, for example, that the wages figure shown in the 
Profit and Loss account is far below what it should be.  

• There was (and still is to some extent) a scarcity of standard data and economic indicators for  the primary industry. The lack 
of any benchmarks makes it difficult for an individual grazier to compare the performance of one particular grazing enterprise 
with that of others of comparable type and size. For example, in calculating the rate of return on assets, there are no 
benchmarks to indicate what an adequate return is. Until recently, there was little literature on accounting for grazing 
activities, and little knowledge of them among the accounting profession. These things combined to make the preparation and 
interpretation of accounting records and reports both haphazard and ineffective.  

• Problems may arise because of the seasonal nature of grazing activities. When the conventional accounting year does not 
coincide with the seasonal year, some adjustments and estimates are necessary to determine an accurate assessment of profit.  

• Uncertainty about climatic conditions and marketing of products makes pastoral activities more risky than many other types 
of activity. Droughts, floods and seasonal insect plagues are all too common. Overseas commodity prices are extremely 
variable. Such uncertainties make planning difficult, and cause problems with important accounting procedures such as the 
valuation of inventories.  

• Determining costs and making decisions are also made more complicated by the problems of intermediate and joint 
production. An example of intermediate production is crops grown on the property that may be used as fodder for animals. 
An example of joint production is that both meat and other products such as wool or hides can be produced from animals.  

• One major problem in accounting for grazing enterprises is that, due to biological processes, inventories can change in 
quantity and/or form. Animals are born. Livestock grows and increases in weight. Seeds grow to produce a crop. The 
implication is that inventories increase without a corresponding increase in cost. This would not occur in a merchandising 
business.  
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19.3  

Books of record  
• A station diary to record all important events occurring on the property.  
•  A paddock book to record numbers of each type of animal in each paddock, and transfers from one paddock to another.  
• A natural increase book to record births, the number of lambs marked, calves and foals branded, etc.  
• A deaths book to record numbers of deaths of each type of livestock.  
• A rations book to record the numbers of sheep and cattle killed for rations.  
• A wages book to record the earnings and all deductions for each employee.  
• A shearers’ tally book to record the number of sheep shorn each day by each shearer.  
• A wool book to record particulars of the wool clip, number of bales, description of wool, weight of fleeces, etc.  
 
 

Books of account  
•  A General journal to record all general or unusual items that cannot be recorded in specialised journals, e.g. rations, balance 

day adjustments and closing entries.  
•  A Cash Receipts journal with columns designed to record receipts from each type of animal, and each different operation 

conducted on the property. This journal indicates the dissection that is necessary. The columns also reflect classification of 
accounts.  

•  A Livestock Purchases journal to record credit purchases of each different class of livestock.  
•  A Livestock Sales journal to record credit sales of each different class of livestock.  
•  A Stores Purchases journal to record credit purchases of stores (flour, sugar, vegetables and so on).  
•  A Stores Issues journal to record the issue of stores to employees, contractors or the proprietor’s household, either as rations 

or sales of stores.  

19.4  
a  

Stores  No 3109 

Jul  1 Balance b/d  2 070  Jun  30 Rations  308 

Cash (purchases)  4 960  Cash (sales)  2 150 

Profit and loss  Balance c/d  4 752 
(profit on stores)  180 

$7 210  $7 210 

Jul  1 Balance b/d  4 752 
 
b 
 

General Journal (extract) 
Jun  30  Rations  308 

Stores  308 
(Being stores issued as rations to employees and owner)  

 
c  

Rations  

Jun 30 Stores  308  Jun  30 Drawings  200 

Livestock working  700  Profit and loss  
(rations expense)  808 

$1 008  $1 008 
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19.5  
The base entry for rations, irrespective of who they are to be used by is:  
Rations Dr  
Sheep Working account Cr.  
a For the portion used by the employee, the Rations account is closed off to the Profit and Loss account.  
b For the portion used for the personal use of the grazier, the Rations account is closed off to the Drawings account.  
c  For the portion used by shearers, the Rations account is closed off to the Wool Working account.  

19.6  
Natural increase and deaths are recorded in numbers only. This allows the numbers in the account to balance, though the number 
of deaths in particular may often be a rather arbitrary figure. The figure could, for example, simply be a balancing figure if a 
stocktake is taken. It may seem odd not to record a value for births and deaths. But births have little or no cost. No money is 
outlaid to obtain the animals. Deaths give little or no value and (unlike rations) do not save any other expense and could not be 
sold to earn revenue. No money is received. In any case, both births and deaths have an effect on the balance of closing inventories 
and the consequent profit and loss determined. Natural increase increments the balance of inventories and the profit. Deaths 
decrease the balance and the profit. (Losses or gains of inventories are automatically taken into account in other types of 
enterprises in the same way when a physical stocktake is carried out.)  

19.7  
a  Agistment means the taking in of someone else’s livestock to feed.  
b  Rations are livestock killed for consumption by employees, shearers or the owner, or stores issued to employees, shearers or 

the owner.  
c  Natural increase is the livestock that is born on the property.  
d  Average cost is a figure for each animal type. It is usually calculated using the opening inventories, the purchases and the 

natural increase.  
e  Stores are items other than livestock consumed on the property. They can be issued to employees, contractors or the owner.  

19.8  

A Baldwin  
Sheep Working Account  No 5102 

No  Value  No  Value 

2008  2008 

Jun 30 Inventories  10 000  70 000  Jun  30  Inventories  9 000  54 990 

Purchases  8 000  80 000  Sales  15 000  200 000 

Natural increase  7 000  -  Rations  500  3 500 

Deaths  500   

Profit and loss  
(profit on sheep)  108 490 

25 000  $258 490  25 000  $258 490 
 
Average cost = 150 000 + 2800 = $6.11 each  
 25 000  
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19.9  
Pastures Incorporated  

Cattle Working Account for year ended 30 June 2008  

No  Value  No  Value 

Inventories  1 700  85 000  Inventories  400  18 416 

Purchases  400  24 000  Sales  1 900  86 000 

Natural increases  300  -  Rations  50  2 500 

Deaths  50   

Loss on cattle  
(transfer to profit and loss)  2 084 

2 400  $109 000  2 400  $109 000 
 

Average cost = 109 000 + 1500 = $46.04 each  
 2400  
19.10  

Cattle Working Account  

No  Value  No  Value 

2008  2008 

Jun 30  Inventories  1 000  120 000  Jun  30  Inventories  1 100  165 000 

Purchases  600  60 000 

Natural increase  400  -  Sales  700  98 000 

Profit and loss  
(profit transfer)  93 000  Deaths  100   

Rations  100  10 000 

2 000  $273 000  2 000  $273 000 

19.11 
Cattle Working Account 

No  Value  No  Value 

2007  2008 

Jun  1  Balance b/d  1 000  120 000  Jun  30  Sales  700  98 000 

2008  Deaths  100   

Jun 30  Purchases  600  60 000  Rations  100  10 000 

Natural increase  400  -  Balance c/d  1 100  103 400 

Profit and loss  
(profit transfer)  31 400 

2 000  $211 400  2 000  $211 400 

Jul  1 Balance b/d  1 100  103 400 
 

Average cost = 180 000 + 8000 = $94 each  
 2000  
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19.12  
Sheep Working Account  No 5102 

No  Value  No  Value 

2008  2008 

Dec  1 Inventories  24 000  72 000  Dec  31  Inventories  11 200  56 000 

Purchases  8 000  24 000  Sales  30 000  155 000 

Natural increase  10 000  -  Rations  100  300 

Profit and loss  
(profit transfer)  115 300  Deaths  700   

42 000  $211 300  42 000  $211 300 
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19.13  
a  

R Quinton 
Ledger 

Sheep Working Account  

No  Value  No  Value 

2008  2008 

Jun 30  Inventories  25 000  90 000  Jun  30  Inventories  15 000  60 000 

Purchases  10 000  50 000  Sales  50 000  400 000 

Natural increase  32 000  -  Deaths  1 500   

Profit and loss  
(profit on sheep)  322 000  Rations  500  2 000 

67 000  $462 000  67 000  $462 000 
 
Average  cost = 268 000 = $4 

67 000 

Horses Working Account 

No  Value  No  Value 

2008  2008 

Jun 30  Inventories  100  10 050  Jun  30  Inventories  90  8 550 

Natural increase  10  -  Deaths  20   

Profit and loss  
(loss on horses)  1 500 

110  $10 050  110  $10 050 
 
Average  cost = 10 450 = $95 

110 

Profit and Loss Account 

2008  2008 

Jun 30  Horse working (loss on horses)  1 500  Jun  30  Sheep working  
(profit on sheep)  322 000 

Office expenses  13 950 

Rates and taxes  20 000 

Depreciation  18 000 

Fertiliser  10 000 

Rations  4 800 * 

Wages  90 000 

Capital (net profit)  163 750 

$322 000  $322 000 
 
* Note: Rations must include $2000 from Sheep working. This is a balance day adjustment. They are then allocated to the Profit and Loss 
account and Drawings.  
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b  
 
 

Balance Sheet as at 30 June 2008  

Current assets  
Cash at bank  21 000 
Accounts receivable  25 000 
Inventories 

—sheep  60 000 
—horses  8 550  114 550 

Non-current assets 

Property, plant and equipment 
Freehold property  190 000 
Freehold and machinery  180 000 
Less Accumulated depreciation  54 000  126 000  316 000 

430 550 

Less Current liabilities 
Accounts payable  30 000 
Net assets  $400 550 

Owner’s equity 
Capital  280 000 
Add Net profit  163 750 

443 750  
Less Drawings  43 200  $400 550 

 

9.14  
Chapter summary.  

19.15  
Income Statement  
Balance Sheet 
Cash Flow Statement  

19.16  
Some managerial techniques include the use of budgeting and other forms of planning and control. If budgets are prepared, 
comparisons can also be made with budgeted figures. In addition, comparisons can be made with industry averages. The Income 
Statement can be prepared using the enterprise concept; that is, by separating each major activity (sheep, wool, etc.).  

19.17  
Primary producer taxation return.  
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9.18  
 
Cash Receipts Journal  

Date  Receipt no  Particulars  Ledger folio  Sugar cane receipts  Other receipts  Bank 
 
 

Cash Payments Journal 
Date  Cheque no  Particulars  Ledger  Wages Fuel  Fertiliser  Other expenses  Bank 

folio   and oil  expenses 
 
Relevant GST columns would also be added. 
 

Sugar Working Account 

Fuel and oil  xx  Sales of cane  xx 

Fertiliser expenses  xx 

Other expenses  xx  
 
 

19.19  
Guest speaker.  

19.20  
Research assignment.  

19.21  
Technology assignment.  
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19.22  
 

J Grazier  
Sheep Working  

No  Value  No  Value 

2007  2008 

Jul  1  Balance b/d  2 000  10 000  Jun  30  Balance c/d  1 280  7 232 

2008  Natural increase  80  -  Sales  1 500  20 000 

Purchases  1 000  7 000  Deaths  100   

Profit and loss  
(profit on sheep)  11 232  Rations  200  1 000 

3 080  $28 232  3 080  $28 232 
 
Average cost = 17 000 + 400 = $5.649 

3 080 

Wool Working 

2007  2008 

Jul  1  Balance b/d  5 000  Jun  30  Sales (10000 + 5 000)  15 000 

Shearing  4 000 

2008 

Jun 30 Profit and loss (profit on wool)  6 000 

$15 000  $15 000 

Stores 

2007  2008 

Jul  1  Balance b/d  5 000  Jun  30  Balance c/d  2 800 

2008  Cash (purchases)  4 000  Cash (sales)  8 000 

Jun 30  Accounts payable (purchases)  1 500  Rations  500 

Profit and loss (profit on stores)  800 

$11 300  $11 300 

Accounts payable 

2008  2007 

Jun 30  Cash  1 000  Jul  1  Balance b/d  1 500 

Balance c/d  2 000  2008 

Jun  30  Stores (purchases)  1 500 

$3 000  $3 000 

Jul  1  Balance b/d  2 000 

Profit and Loss 

2008  2008 

Jun 30  Wages  8 400  Jun  30  Sheep working  

Interest on mortgage  3 200  (profit on sheep)  11 232 

Rations  750  Wool working  

Depreciation on buildings  9 875  (profit on wool)  6 000 

Stores (profit on stores)  800 

Capital (net loss)  4 193 

$22 225  $22 225 521 



 
 
Drawings  

2008  2008 

Jun  30  Cash  1 000  Jun  30 Capital  2 750 

Insurance  1 000 

Rations  750 

$2 750  $2 750 
 
 
 

Balance Sheet as at 30 June 2008 

Assets  Liabilities 

Current assets  Current liabilities 
Cash at bank  1 000  Sundry creditors  2 000 
Inventories  Accrued expenses  1 600  3 600 
—Sheep  7 232 
—Stores  2 800  11 032  Non-current liabilities 

Mortgage  19 000 

Non-current assets 

Property, plant and equipment  Owner’s equity 
Buildings  197 500  Capital  182 000 
Less Accumulated depreciation  10 875  186 625  Less Net loss  4 193 

177 807 
Drawings  2 750  175 057 

$197 657  $197 657 
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d  

Report to J Grazier, prepared on 31 July 2008  
Comments in this report will be restricted to the specific indicators and ratios requested. However, some general conclusion and 
comments will be made at the end of the report.  

Earning capacity  
Earning capacity has, in general, been quite poor. But this is not unexpected in the present economic conditions.  

The gross profit ratio, measuring gross profit per dollar of sales, is 41.93 per cent ($18 032 ÷ 43 000). This is poor compared 
with the industry average of 60 per cent and even the local area average of 50 per cent.  

The net profit ratio, measuring net profit per dollar of sales, is negative (9.75 per cent). This is again poor compared with the 
industry average of positive 5 per cent. But the local area average of negative 5 per cent indicates that it is not as bad as might first 
appear.  

Return on owner’s equity, measuring return on investment, is also negative (2.35 per cent). Again they are below industry and 
local averages of 4 per cent and (2 per cent).  

Earning capacity can really only be improved by increasing revenues or by cutting costs. Local area averages indicate that 
some marginal improvements can be achieved. Revenues are closely tied to overseas prices, the value of the dollar and to the 
drought situation. These are largely outside your control, but you must keep the situation under constant review. A reduction in the 
value of our dollar relative to the US dollar would greatly improve the situation. At this time, the wisdom of tying yourself to what 
is obviously a marginal overseas contract must be questioned. This should be reviewed when it is due for renewal in a year’s time. 
Improved terms must be obtained if you are to continue with it.  

Investigations should be commenced to discover if kangaroo and/or goat numbers can be legally and ethically culled and the 
meat processed nearby. This would be an excellent source of supplementary revenue.  

Continued efforts must also be made to cut costs. It is realised, of course, that this is difficult, if not impossible. Stock cannot 
be reduced further. Indeed, borrowing, with its increased interest burden, may be necessary to keep up reasonable stock numbers, 
and take advantage of the breaking of the drought when it does occur. The working capital ratio, measuring ability to meet current 
debts, of 3.06:1 is quite high, markedly above the industry average of 2:1, and more than double the local area average. This is 
pleasing. 

The quick asset ratio, measuring ability to meet immediate debts using only very liquid assets, of .28:1, however, must be 
considered a problem as it is well below the industry average of 1:1, and the local area average of .8:1. You must take care that you 
can meet immediate debts as they fall due, so the quick asset ratio must be watched carefully. It would be wise to make preliminary 
inquiries about raising a bank overdraft if it is required.  

However, the overall financial position may not be as grim as it appears. Your equity ratio, measuring percentages of funds 
provided by owners, of 89 per cent (and the consequent debt ratio of 13 per cent) is very good compared with the industry and 
local averages of 50 per cent. It would appear that they must already have borrowed heavily to maintain their liquid position. You 
have not yet had to do this, and your stock levels are slightly higher. (This may explain the differences evident in the working 
capital and quick asset ratios, as the main differences between these are the elimination of inventories from the calculations.)  

Other measures of management efficiency  
Stock turnover (or turnover of inventories) measures how quickly inventories of stock are sold. Your turnover is approximately 1.6 
times per year, compared with 1.5 for the industry, and 2 for the local area. (Stores are also turned over at approximately this same 
rate, so they make little difference to the calculation if they are included or not.) You have thus been able to maintain a stock 
turnover rate very close to industry averages, even in these bad times. Normally, higher stock turnover rates, which indicate the 
ability to make higher profits, are desirable. In this case, however, your approach of trying to maintain reasonable stock levels (and 
necessarily reducing turnover) seems appropriate.  

Conclusion  
Our recommendations are to continue with cost-reductions in general, but to maintain your long-term view.  
 It is almost certain that you will have to consider borrowing in the near future to maintain liquidity and to cover expenses 
such as feeding or agisting stock. In the short term, while the drought persists and the dollar remains high, losses may increase.  
 In the longer term, however, we believe you will be in a better position to take advantage of improved conditions, when they 
do come, than many others in your area. You will obviously have to increase borrowing to rebuild inventory levels. In doing so, 
care must be taken not to take on unmanageable debts, which could lead to losing control of your property. The industry average 
of a 50 per cent debt/equity ratio would be the maximum level of debt you should allow. 
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19.23  

W Yancey  
Sheep Working Account  No 5102 

No  Value  No  Value 

2008 2008 

Jun 30  Inventories (1.7.07)   50 000  200 000  Jun  30  Inventories  40 000  125 600 

Purchase  100 000  500 000  (30.06.08) 

Natural increase  200 000  Sales  300 000  1 520 000 

Profit and loss  
(profit on sheep)  947 170  Rations  500  1 570 

Deaths  9 500   
35 000 $1 647 170  350 000  $1 647 170 

 
Calculation of average cost 

$ No 
200 000  50 000 
500 000  100 000 
400 000  200 000 

$1 100 000  ÷  350 000 = $3.14 
Closing inventory = 400 000 x $3.14 = $125 600 

 
 

Profit and Loss Account 

2008  2008 

Jun  30  Rations  6 570  Jun  30  Sheep working  

Rates and taxes  225 000  (profit on sheep)  947 170 

Wages and salaries  155 000  Agistment  10 000 

Cartage and freight  202 000 

Depreciation on plant  
and machinery  22 000 

Capital (net profit)  346 600 

$957 170  $957 170 
 
 

W Yancey 
Balance Sheet as at 30 June 2008 

$ $  $ $ 

Current assets  Current liabilities 
Cash at bank  58 000  Accounts payable  370 000  
Accounts receivable  90 000  Wages accrued  5 000  375 000 
Inventories of sheep  125 600  273 600 

Owner’s equity 
Non-current asset  Capital  376 000 
Land and buildings  650 000  Add Net profit  346 600 
Plant and machinery  220 000  722 600 
Less Accumulated  
depreciation  66 000  154 000  804 000  Less Drawings  20 000  702 600 

$1 077 600  $1 077 600 
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19.24  
a  

Pastoral Enterprises  
Cattle Working Account for year ended 30 June 2008  

No  Value  No  Value 

Inventories  307  15 350  Inventories  300  12 351 

Natural increase  128  -  Sales  105  9 000 

Profit on cattle  Deaths  30   

(transfer to profit and loss)  6 001  

435  $21 351  435  $21 351 
 
Average cost = 15 350 + 2560 = $41.17 each 

435 
 

Sheep Working Account for year ended 30 June 2008 

No  Value  No  Value 

Inventories  1 800  7 200  Inventories  700  2 499 

Natural increase  500  -  Sales  1 400  18 400 

Profit on sheep 
(transfer to profit and loss)  13 699  Deaths  200   

2 300  $20 899  2 300  $20 899 
 

Average cost = 7200 + 1000 = $3.57 each 
2300 

 
Wool Account for year ended 30 June 2008 

Inventories  3 200  Inventories  4 300 

Shearing expenses  10 000  Sales  15 000 

Profit on wool  
(transfer to profit and loss)  6 100 

$19 300  $19 300 

b 
Profit and Loss Account for year ended 30 June 2008 

Wages  11 315  Profit on cattle  6 001 

General expenses  714  Profit on sheep  13 699 

Rates and taxes  1 312  Profit on wool  6 100 

Depreciation on plant  
and machinery  1 800 

Net profit  10 659 

$25 800  $25 800 
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c 

 
Balance Sheet as at 30 June 2008  

Current assets  Current liabilities 
Sheep inventories  2 499  Bank overdraft  5 596 
Cattle inventories  12 351 
Wool inventories  4 300  19 150  Owner’s equity 

Capital  194 095 
Non-current assets  Add Net profit  10 659  204 754 
Property, plant and equipment  18 000 
Less Accumulated depreciation  1 800 

16 200 
Freehold property  175 000  191 200 

$210 350  $210 350 
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19.25  
  
a  
 

K Tell 
Stores 

2007  2008 

Jul  1  Balance b/d  200  Jun  30  Cash sales  2 500 

2008  Rations  1 000 

Jun  30  Sundry creditors (purchases)  3 650  Balance c/d  350 

$3 850  $3 850 

Jul  1  Balance b/d  350 

Accounts Payable 

2008  2007 

Jun  30  Cash  3 800  Jul  1  Balance b/d  270 

Balance c/d  120  Stores (Purchases)  3 650 

$3 920  $3 920 

2008 

Jul  1  Balance b/d  120 

Rations 

2009  2008 

Jun  30  Cattle working  1 200  Jun  30  Profit and loss  1 760 

Stores  1 000  Drawings  440 

$2 200  $2 200 

2008 

Jul  1  Balance b/d  120 

Accrued Expenses—Interest 

2008  2007 

Jul  1  Interest on mortgage  130  Jul  1  Balance b/d  130 

2008  2008 

Jun  30  Balance c/d  100  Jun  30  Interest on mortgage  100 

$230  $230 

Jul  1  Balance b/d  100 

Drawings 

2008  2008 

Jun  30  Cash  5 700  Jun  30  Capital  6 640 

Rations  440 

Electricity and telephone  500 

$6 640  $6 640 

Interest on Mortgage 

2008  2007 

Jun  30  Cash  1 500  Jul  1  Accrued expenses  130 

Accrued expenses  100  2008 

Jun  30  Profit and loss  1 470 

$1 600  $1 600 
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Cattle Account  

No  Value  No  Value 

2007  2008 

Jul  1 Balance b/d  5 000  150 000  Jun  30  Sales  4 800  210 000 

2008  Rations  40  1 200 

Jun 30 Natural increase  1 000  -  Deaths  150   

Profit and loss  
(profit on cattle)  87 460  Balance c/d  1 010  26 260 

6 000  $237 460  6 000  $237 460 

Jul  1 Balance b/d  1 010  26 260 
 
Average cost =  150 000 + 6000 = $26 each 

6 000 

Horse Account 

No  Value  No  Value 

2007  2008 

Jul  1 Balance b/d  20  1 000  Jun  30  Deaths  5   

2008 

Jun 30 Purchases  5  500  Balance c/d  20  1 200 

Profit and loss  
(loss on horses)  300 

25  $1 500  25 $1 500 

Jul  1 Balance b/d  20  1 200 
 
Average cost =    1500 = $60 each 

25 
 

Income Statement for year ended 30 June 2008 

Profit on cattle  87 460 
Add Agistment receipts  4 000  91 460 

Less Loss of horses  300 
Gross profit on livestock  91 160 
Less Expenses 
Repairs and maintenance  4 700 
Seed and fertiliser  7 700 
Rations  1 760 
Electricity and telephone  2 000 
Wages  27 600 
Interest on mortgage  1 470 
Fuel and oil  25 000 
Depreciation on plant and machinery  5 400  75 630 

Net profit  $15 530 
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Balance Sheet as at 30 June 2008  

Current assets  Current liabilities 
Cash at bank  139 400  Accounts payable  120 
Stores  350  Accrued expenses 
Cattle  26 260  — interest  100 
Horses  1 200  167 210  Accrued expenses 

— wages  600  820 

Non-current assets  Non-current liabilities 
Property, plant and equipment  Mortgage  11 000 
Buildings  30 000 
Plant and machinery  54 000  Owner’s equity 

Capital  217 100 
Less Accumuated  15 530 
depreciation  13 400  40 600  70 600  Net profit  232 630 

Less Drawings  6 640  225 990 
$237 810  $237 810 

 

19.26 
M Stonehouse 
Sheep Account 

No  Value  No  Value 

2007  2008 

Jul  1  Balance b/d  7 200  63 000  Jun  30  Sales  3 780  37 330 

2008  Rations  200  1 500 

Jun 30  Purchases  1 500  10 500  Deaths  420 

Natural increase  3 300  -  Balance c/d  7 600  57 000 

Profit and loss  
(profit on sheep)  22 330 

12 000  $95 830  12 000  $95 830 

Jul  1 Balance b/d  7 600  $57 000 
 
Calculations of closing average  
63 000 + 10 500 + 16 500 = $7.50 each  
 12 000  

 
Wool Account  

2007  2008 

Jul  1  Balance b/d  10 000  Jun  30  Sales  55 000 

2008  Balance c/d  7 200 

Jun 30  Shearing expenses  8 740 

Rations  1 260 

Profit and loss  
(profit on wool)  42 200 

$62 200  $62 200 

Jul  1 Balance b/d  $7 200 
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Fodder Account  

2007  2008 

Jul  1  Balance b/d  3 800  Jun  30  Profit and loss  
(fodder used)  10 230 

2008  

Jun  30  Purchases  9 550  Balance c/d  3 120 

$13 350  $13 350 

Jul  1  Balance b/d  3 120 

Profit and Loss Account 

2008  2008 

Jun  30  Fodder used  10 230  Jun  30  Wool account (profit)  42 200 

Rations  2 100  Sheep account (profit)  22 330 

Wages  23 400 

Interest on mortgage  4 380 

Office expenses  1 690 

Petrol and oil  2 450 

Repairs and maintenance  3 700 

Fertiliser  2 300 

Depreciation on plant  
and machinery  1 050 

Capital—M Stonehouse (profit)   13 230 

$64 530  $64 530 
 
 
 

Balance Sheet as at 30 June 2008 

Current assets  Current liabilities 
Cash at bank  2 000  Accounts payable  15 000 
Accounts receivable  6 150  Accrued expenses  280  15 280 
Fodder  3 120 
Wool  7 200 
Sheep  57 000  75 470  Non-current liabilities 

Mortgage on land  
and buildings  33 000 

Non-current assets 

Property, plant and equipment  Owner’s equity 
Plant and machinery  10 500  M Stonehouse 
Less Accumulated  —capital  114 810 
depreciation  4 050  Add Profit  13 230 

6 450  128 040 
Land and buildings  74 000  80 450  Less Drawings  20 400*  107 640 

$155 920  $155 920 
 

* Rations allocated 20% to owner and not 10% to each of the owners.  
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Chapter 20  
Accounting for mining enterprises   

20.1  
A mining enterprise is a business that has been established with the object of prospecting for, and obtaining and selling, ores, 
metals, minerals, oil or gas.  
 

20.2  
a A no-liability company is a company in which the acceptance of a share does not constitute a contract to pay calls.  
b Limited liability means that the liability of members is limited, to the extent of difference between the amount  paid so far on 

the shares, and the issue price of the shares. The company then has the right to recover any unpaid calls from the shareholder.  
No-liability means that shareholders are not legally obligated to pay calls if the shares are not fully paid. If the shareholder 
considers that the company will not succeed and that the risk of losing more money is too great, he or she does not have to 
contribute any more towards paying any of the debts or liabilities of the company, and cannot be sued for any calls outstanding. 
Of course, the shareholder is not entitled to a dividend on shares that have calls outstanding. The Share Capital and Reserves 
accounts, however, do not change in any way. 
 

20.3  
A mine may have to go through the following stages:  
• exploration—searching for a mineral deposit or an oil or gas field, investigative studies and exploratory drilling  
• evaluation—determining technical feasibility and assessing the commercial viability of a prospect  
• development—establishing access to and basic preparation of the deposit or field in readiness for commercial production  
• construction—establishing all the facilities, buildings, etc. needed for the extraction, treatment and transportation of the 

product from the deposit or field  
• production—operating the mine on a commercial basis to extract, process and sell the product.  
 
 

20.4  
Eastern Mining Co NL  

Mine  No 3207 

2008  2008 

Jun  30  Surveyors’ fees  12 000  Jun  30 Balance c/d  800 000 

Shafts  213 000 

Buildings and equipment  170 000 

Rolling stock  380 000 

Mine administration 

expenses  25 000 

$800 000  $800 000 

Jul  1  Balance b/d  800 000 
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20.5  
a  

Gold Diggers NL  
Mine  No 3207 

2008  2008 

Jun  30  Mine purchase  300 000  Jun  30 Balance c/d  1 050 000 

Construction of shafts  250 000 

Fixed mine equipment  500 000 

$1 050 000  $1 050 000 

Jul  1 Balance b/d  1 050 000 

Movable Equipment  

Cash/Creditor  200 000 

b 
Dr  Cr 

2008 
Jun  30  Amortisation of mine  42 000 

Accumulated amortisation of mine  42 000 
(Amortisation of mine pre-production expenditure) 

Depreciation of movable equipment  20 000 
Accumulated depreciation of movable equipment  20 000 

(Depreciation of mine equipment over 10 years)  
 
c  

 
 
Gold Diggers NL  

Balance Sheet (extracts)  

as at 30.06.09  as at 30.06.08 

Non-current assets 

Property, plant and equipment 
Movable equipment  200 000  200 000 
Less Accumulated depreciation  20 000  180 000  -  200 000 
Mine  1 050 000  1 050 000 
Less Accumulated amortisation  42 000  1 008 000  -  1 050 000 

 
20.6  
Books of record could include:  
• wages book or payroll register to record the earnings of each employee  
• cash book or petty cash book to record small expenses paid on the mine site  
• plant and equipment register to record purchases, sales, repairs and depreciation on each piece of property, plant and 

equipment  
• stores counter book or some similar record to record all stores (food, clothing, etc.) received and issued or sold to employees  
• mine supplies book or some similar record to record issues of explosives, loose tools, etc. used on the mining site  
• ore-handling records to show details of mining, treatment and movement of ores, metals and minerals  
• land rehabilitation records to record areas replanted and rehabilitated.  
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20.7  
a  

General Journal  
2007 

July  1  Cash at bank  250 000 
B Jones—Capital  250 000 

(Commencement of business) 

Mine  100 000 
A Bourke  100 000 

(Purchase of 20-year lease) 

31  A Bourke  100 000 
Cash at bank  100 000 

(Payment to Bourke for lease) 

Aug 19  Surveyors fees  20 000 
Cash at bank  20 000 

(Payment of surveyors fees) 

Sept 30  Mine buildings and equipment  50 000 
Cash at bank  50 000 

(Payment for mine buildings and equipment) 

2008 

Jan  1  Motor vehicle  24 000 
Astra Machinery  24 000 

(Purchase of motor vehicle) 

Astra Machinery  8 000 
Cash at bank  8 000 

(Payment of first instalment) 

Feb  1  Astra Machinery  8 000 
Cash at bank  8 000 

(Payment of second instalment) 

Mar  1  Astra Machinery  8 000 
Cash at bank  8 000 

(Payment of third instalment) 

Apr  4  Mine shafts  100 000 
Cash at bank  100 000 

(Completion of construction of mine shafts) 

June 30  Cash at bank  15 000 
Interest revenue  15 000 

(Received interest on bank account) 

Mine  152 000 
Surveyors’ fees  2 000 
Mine buildings and equipment  50 000 
Mine shafts  100 000 

(Transfer of mine pre-production expenditures  
to mine account) 

Depreciation of motor vehicle  2 000 
Accumulated depreciation of motor vehicle  2 000 

(Depreciation over 6 years for 6 months) 

Profit and loss  2 000 
Depreciation of motor vehicle  2 000 

(Transfer of depreciation) 

Interest revenue  15 000 
Profit and loss  15 000 

(Transfer of interest revenue) 

Profit and loss  13 000 
B Jones—Capital  13 000 
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Ledger  
Interest Revenue  No 1106 

2008  2008 

Jun  30  Profit and loss  15 000  Jun  30 Cash  15 000 

Surveyor’s Fees  No 2427 

2007  2008 

Aug 19  Cash  20 000  Jun  30 Mine  20 000 

Cash at Bank  No 3103 

2008  2008 

Jun  30  Sundry accounts  265 000  Jun  30 Sundry accounts  294 000 

Balance c/d  29 000 

$294 000  $294 000 

Jul  1 Balance b/d  29 000 

Motor Vehicles  No 3203 

2008 

Jan  1  Astra Machinery  24 000 

Accumulated Depreciation on Motor Vehicles  No 3203A 

2008 

June 30 Depreciation  2 000 

Mine Buildings and Equipment  No 3205 

2007  2008 

Sep  30  Cash  50 000  Jun  30 Mine  50 000 

Mine Account  No 3207 

2007  2008 

Jul  1  A Bourke  100 000  Jun  30 Balance c/d  270 000 

Jun 30  Surveyors’ fees  20 000 

Mine buildings and equipment  50 000 

Mine shafts  100 000 

$270 000  $270 000 

Jul  1  Balance b/d  270 000 

Mine Shafts  No 3209 

2008  2008 

Apr  4  Cash  100 000  Jun  30 Mine  100 000 

A Bourke  No 4102.3 

2007  2007 

Jul  1  Cash  100 000  Jul  1 Mine account  100 000 
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Astra Machinery  No 4102.4 

2008  2008 

Jan  1  Cash  8 000  Jan  1 Motor vehicle  24 000 

Feb  1  Cash  8 000 

Mar  1  Cash  8 000 

$24 000  $24 000 

Profit and Loss  No 5103 

2008  2008 

Jun  30  Depreciation  2 000  Jun  30 Interest revenue  15 000 

Capital—profit  13 000 

$15 000  $15 000 

B Jones—Capital  No 5101 

2008  2007 

Jun  30  Balance c/d  263 000  Jul  1 Cash  250 000 

Jun  30 Profit and loss  13 000 

$263 000  $263 000 

2008 

Jul  1 Balance b/d  263 000 
 
b 
 
 

Balance Sheet as at 30 June 2008 

Non-current assets 
Mine account  270 000 
Motor vehicles  24 000 
Less Accumulated depreciation  2 000  22 000  292 000 

$292 000  

Current liabilities  
Cash at bank  29 000 

Owner’s equity  
Capital  263 000 

$292 000  
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20.8  
Production = 1100 tonnes  
Closing inventory  = 100 tonnes at $221 per tonne 

= $22 100 

Albatross Mining 
Mine Working  No 5102 

2007  2007 

Dec  31  Mining wages  80 000  Dec  31  Inventories of ore  22 100 

Royalties  17 000  Sales of ore  192 000 

Stores working  5 200  Profit and loss  

Operating expenses  117 000  (loss transferred)  30 100 

Amortisation  25 000 

$244 200  $244 200 

20.9 
Value of closing inventories  = 15 567 600 x 100 000 

1 000 000  1 
= $1 556 760 

Mine Working  No 5401 

Production costs  15 000 000  Inventories  1 556 760 

Amortisation  341 600  Sales  18 000 000 

Depreciation  126 000 

Royalties  100 000 

Profit and loss  
(profit on mining)  3 989 160 

$19 556 760  $19 556 760 

Profit and Loss  No 5501 

Selling expenses  350 000   Mine working  3 989 160 

Administration expenses  1 250 000 

Retained profits  
(Net profit)  2 389 160 

$3 989 160  $3 989 160 
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20.10  
 

Mine at production Mine at pre-production 
Head office wages Profit and Loss Profit and Loss 

Motor vehicles Own Asset account Mine account 

Construction of shafts Mine Working account Mine account 

Surveyors’ fees Mine Working account Mine account 

Mine buildings Own Asset account Mine account 

Mine wages Mine Working account Mine account 

Mine office wages Mine Working account Mine account 
 

20.11 
C D Jones 

Ledger 
Mine Working  No 5102 

2008  2008 

Jun  30 Inventories  G4  4 000  Jun  30 Inventories  G4  6 000 

Mine supplies  G4  200  Sales of ore  G4  11 000 

Mine wages  G4  2 100 

Royalties paid  G4  1 100 

Amortisation  G4  400 

Profit and loss  
(profit transferred)  G4  9 200 

$17 000  $17 000 

Profit and Loss  No 5103 

2008  2008 

Jun  30  Office wages  G4  800  Jun  30  Mine working  

Cartage outwards   G4  1 000  (profit)  G4  9 200 

Capital (net profit  

transferred)  G4  7 400 

$9 200  $9 200 
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Income Statement for year ended 30 June 2008 

$ $ 
Sales  11 000 
Less Cost of Goods Sold 
Inventories 1.7.07  4 000 
Mine supplies  200 
Mine wages  2 100 
Royalties  1 100 
Amortisation  400 

7 800 
Less Inventories 30.6.08  6 000  1 800 
Profit on mining  9 200 

Selling expenses 
Cartage outwards  1 000  

Less Administrative expenses 
Office wages  800  1 800 

Net profit  $7 400 
 
 
 

Balance Sheet as at 30 June 2008 

Current assets  Owner’s equity 
Cash at bank  5 800  Capital  50 000 
Inventories  6 000  Add Net profit  7 400  57 400 

Non-current assets 

Property, plant and equipment 
Mine  46 000 
Less Accumulated amortisation  400  45 600 

$57 400  $57 400 
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20.12  
a  

T Blackwood  
 Ledger  

Mine  No 3207 

2008  2008 

Jun  30  Clearing of mine site  G40 000  Jun  30  Balance c/d  200 000 

Mine buildings  G  80 000 

Mine shafts  G  75 000 

Administrative  
expenses  G  5 000 

$200 000  $200 000 

Jul  1  Balance b/d  200 000 

Mine Working  No 5102 

2008  2008 

Jun  30  Mine wages  G  43 000  Jun  30  Inventories of ore  G  5 000 

Ore treatment  G  25 000  Sales of ore  G  105 000 

Amortisation  G  10 000 

Profit and loss  
(profit transferred)  G  32 000 

$110 000  $110 000 

Profit and Loss  No 5103 

2008  2008 

Jun  30  Administrative  Jun  30  Mine working 
expenses  G  10 000  (profit)  G  32 000 

Selling expenses  G  5 000 

Capital (net profit  
transferred)  G  17 000 

$32 000  $32 000 
 
 
 

Balance Sheet as at 30 June 2008 

Current assets  Current liabilities 
Cash at bank  15 000  Accrued expenses  1 000 
Accounts receivable  8 000  Owner’s equity 
Inventories  5 000  28 000  Capital  200 000 

Add Net profit  17 000  217 000 

Non-current assets 

Property, plant and equipment 
Mine  200 000 
Less Accumulated amortisation  10 000  190 000 

$218 000  $218 000 
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20.13  
a  

Red Hill Gold Mining Company Ltd  
 Ledger  

Mine Working  No 5401 

2008  2008 

Jun  30  Ore treatment costs  29 600  Jun  30  Sales of gold  237 040 

Mine wages  83 345  Gold on hand  10 500 

Stores and explosives used  3 827 

Amortisation of mine  15 000 

Profit and loss  
(profit on mining)  115 768 

$247 540  $247 540 

Profit and Loss  No 5501 

2008  2008 

Jun  30  Head office salaries  29 710  Jun  30  Mine working  

Insurance  2 140  (profit on mining)  115 768 

Income tax  35 000 

Retained profits (net profit)  48 918 

$115 768  $115 768 

Retained Profits  No 5205 

2008  2008 

Jun  30  Dividend  20 000  Jun  30 Net profit  48 918 

Balance c/d  28 918 

$48 918  $48 918 

Jun  1  Balance b/d  28 918 
 

b 
 
 

Balance Sheet as at 30 June 2008 

Current assets  Current liabilities 
Cash at bank  439 188  Expenses accrued  700 
Gold on hand  10 500  449 688  Provision for taxation  35 000 

Provision for dividend  20 000  55 770 

Non-current assets 

Property, plant and equipment 
Mine account  150 000  Shareholder’s equity 
Accumulated amortisation  15 000  135 000  Share capital 

Issued and paid-up 
capital 1 000 000 
shares paid to 50 $500 000 

Reserves 
Retained profits  28 918  528 918 

$584 688  $584 688 
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20.14  
a A mining royalty is a payment to the owner of mineral rights to allow a mining enterprise to use an area of land for the purpose 

of mining.  
b Short-workings is the amount by which the royalties or rent calculated in the normal manner (according to production) fall 

short of the minimum royalty or rent payable under the agreement.  
c Recoupment is the right of the mine operator to recover the short-workings of past years in subsequent years when royalties 

payable exceed the minimum royalty or rent. There is usually a time limit in the agreement as to how long this right of 
recoupment will last.  

d Minimum royalty, or minimum rent, is a minimum amount of royalty or rent payable irrespective of tonnage produced. The 
owner of the land or mineral rights can never receive less than this minimum.  

20.15  
a  $10 000 
 

General Journal 
Dr  Cr 

Royalties  10 000 
State government  10 000 

(Royalties on 500 000 tonnes @ 2c per tonne) 

Mine working account  10 000 
Royalties  10 000 

(Royalties expense transferred) 

State government  10 000 
Cash at bank  10 000 

(Payment of royalties) 
 

b  $40 000 (with corresponding journal entries) 
c  $75 000 (with corresponding journal entries) 
d  $100 000 (with corresponding journal entries) 
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20.16  

E-Z Mines NL 
General Journal 

Dr  Cr 
Year 1  Royalties  20 000 

Robina Tribe  20 000 
(Royalty payable on 2 million tonnes at 1c per tonne) 

Short-workings  30 000 
Robina Tribe  30 000 

(Amount needed to make up minimum royalty) 

Mine working  20 000 
Royalties  20 000 

(Balance of Expense account transferred to  
Working account) 

Robina Tribe  50 000 
Cash at bank  50 000 

(Payment of royalties) 

Year 2  Royalties  40 000 
Robina Tribe  40 000 

(Royalty payable on 4 million tonnes at 1c per tonne) 

Short-workings  10 000 
Robina Tribe  10 000 

(Amount needed to make up minimum royalty) 

Mine working  40 000 
Royalties  40 000 

(Balance of Expense account transferred to  
Working account) 

Robina Tribe  50 000 
Cash at bank  50 000 

(Payment of royalties) 

Year 3  Royalties  60 000 
Robina Tribe  50 000 
Short-workings  10 000 

(Royalty payable on 6 million tonnes at 1c per  
tonne, less short-workings recouped from excess  
above minimum royalty) 

Mine working  60 000 
Royalties  60 000 

(Balance of Expense account transferred to  
Working account) 

Mine working  30 000 
Short-workings  30 000 

(Balance of short-workings transferred to  
Working account) 

Robina Tribe  50 000 
Cash at bank  50 000 

(Payment of royalties)  
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Year 4  Royalties  80 000 
Robina Tribe  80 000 

(Royalty payable on 8 million tonnes at 1c  
per tonne) 

Mine working  80 000 
Royalties  80 000 

(Balance of Expense account transferred to  
Working account) 

Robina Tribe  80 000 
Cash at bank  80 000 

(Payment of royalties) 

Profit and loss  30 000 
Short-workings  30 000 

(Transfer of short-workings)  
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20.17  

E-Z Mines NL 
General Journal 

Year 1  Royalties  50 000 
Robina Tribe  50 000 

(For minimum royalties payable) 

Mine working  50 000 
Royalties  50 000 

(For transfer of expense to Working  
account) 

Robina Tribe  50 000 
Cash at bank  50 000 

(Payment of royalties) 

Year 2  Royalties  50 000 
Robina Tribe  50 000 

(For minimum royalties payable) 

Mine working  50 000 
Royalties  50 000 

(For transfer) 

Robina Tribe  50 000 
Cash at bank  50 000 

(Payment of royalties) 

Year 3  Royalties  60 000 
Robina Tribe  60 000 

(For royalties of 1c per tonne on  
6 million tonnes) 

Mine working  60 000 
Royalties  60 000 

(For transfer) 

Robina Tribe  60 000 
Cash at bank  60 000 

(Payment of royalties) 

Year 4  Royalties  80 000 
Robina Tribe  80 000 

(For royalties of 1c per tonne on  
8 million tonnes) 

Mine working  80 000 
Royalties  80 000 

(For transfer) 

Robina Tribe  80 000 
Cash at bank  80 000 

(Payment of royalties)  
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20.18  
 
General Journal  

Date  Particulars  Dr  Cr 
During year    Cash at bank  580 000 

Sale of ore  580 000 
(Amounts received during year) 

Ore treatment costs  85 000 
Mine wages  205 000 
Administrative expenses  49 000 
Stores purchased  16 000 
Selling expenses  20 000 
Mine development costs  50 000 
State government (royalties)  20 000 

Cash at bank  445 000 
(Payment of expenses) 

Dec 31  Mine working  95 000 
Inventories of ore  95 000 

(Transfer of opening inventories to  
Working account) 

Inventories of ore  50 000 
Mine working  50 000 

(Transfer closing inventories) 

Stores inventories  3 000 
Stores working  3 000 

(Transfer closing inventories) 

Mine wages  5 000 
Accrued expenses  5 000 

(Mine wages owing) 

Amortisation of mine  27 500 
Accumulated amortisation on mine  27 500 

(Amortisation of mine development costs) 

Depreciation of motor vehicles  10 000 
Accumulated depreciation on motor vehicles  10 000 

(Depreciation of motor vehicles) 

Royalties  29 000 
State government  20 000 
Short-workings  9 000 

(Royalties payable on 290 000 tonnes at 10c  
per tonne) 

Mine working  374 500 
Ore treatment  85 000 
Mine wages  210 000 
Stores working  13 000 
Amortisation  27 500  
Depreciation on motor vehicle  10 000 
Royalties  29 000 

(Transfer of expenses to mine working) 

Mine working  1 000 
Short workings  1 000 

(Balance of short workings transferred to Mine  
Working account) 

Sales  580 000 
Mine working  580 000 

(Transfer of sales to mine working)  
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Mine working  159 500 

Profit and loss  159 500 
(Transfer of profit on mining to profit and loss) 

Profit and loss  69 000 
Selling expenses  20 000 
Administration expenses  49 000 

(Transfer of expenses to profit and loss) 

Profit and loss  90 500 
Capital  90 500 

(Transfer of net profit to capital) 
 
 
 

Ledger 
Sale of Ore  No 1101 

2007  2007 

Dec  31  Mine working  580 000  Dec  31  Cash  580 000 

Ore Treatment Costs  No 2106 

2007  2007 

Dec  31  Cash  85 000  Dec  31  Mine working  85 000 

Mine Wages  No 2107 

2007  2007 

Dec  31  Cash  205 000  Dec  31  Mine working  210 000 

Accrued expenses  5 000 

$210 000  $210 000 

Stores Working  No 2108 

2007  2007 

Dec  31  Cash  16 000  Dec  31  Stores on hand  3 000 

Mine working  13 000 

$16 000  $16 000 

Amortisation of Mine  No 2109 

2007  2007 

Dec  31 Accumulated amortisation  27 500  Dec  31  Mine working  27 500 

$27 500  $27 500 

Royalties  No 2110 

2007  2007 

Dec  31  State government  20 000  Dec  31  Mine working  29 000 

Short-workings  9 000 

$29 000  $29 000 

Selling Expenses  No 2306 

2007  2007 

Dec  31  Cash  20 000  Dec  31  Profit and loss  20 000 
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Depreciation of Motor Vehicles  No 2406 

2007  2007 

Dec  31 Accumulated depreciation  10 000  Dec  31 Mine working  10 000 

Administrative Expenses  No 2423 

2007  2007 

Dec  31 Cash  49 000  Dec  31 Profit and loss  49 000 

Cash at Bank  No 3103 

Jan  1 Balance b/d  15 000  Dec  31 Sundry accounts  445 000 

Dec  31 Sundry accounts  580 000   Balance c/d  150 000 

$595 000  $595 000 

2008 

Jan  1 Balance b/d  150 000 

Inventories of Ore  No 3106 

2007  2007 

Jan  1 Balance b/d  95 000  Dec  31 Mine working  95 000 

Dec  1 Mine working  50 000   Balance c/d  50 000 

$145 000  $145 000 

2008 

Jan  1 Balance b/d  50 000 

Stores Inventories  No 3109 

Dec  31 Stores working  3 000  Dec  31 Balance c/d  3 000 

$3 000  $3 000 

2008 

Jan  1 Balance b/d  3 000 

Motor Vehicles  No 3203 

2007  2007 

Jan  1 Balance b/d  100 000  Dec  31 Balance c/d  100 000 

$100 000  $100 000 

2008 

Jan  1 Balance b/d  100 000 

Accumulated Depreciation on Motor Vehicles  No 3203A 

2007 

Dec  31 Balance c/d  30 000  Jan  1 Balance b/d  20 000 

Dec  31 Depreciation  10 000 

$30 000  $30 000 

2008  

Jan  1 Balance b/d  30 000 
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Jan 1  Balance b/d 3000



 
 

Mine  No 3207 

2007  2007 

Jan  1 Balance b/d  500 000  Dec  31 Balance b/d  550 000 

Dec  31 Cash  50 000 

$550 000  $550 000 

2008 

Jan  1 Balance b/d  550 000 

Accumulated Amortisation on Mine  No 3207A 

2007  2007 

Dec  31 Balance c/d  107 500  Jan  1 Balance b/d  80 000 

Dec  31 Amortisation  27 500 

$107 500  $107 500 

2008 

Jan  1 Balance b/d  107 500 

Short-workings  No 3403 

2007  2007 

Jan  1 Balance b/d  10 000  Dec  31  Royalties  9 000 

Mine working  1 000 

$10 000  $10 000 

State Government  No 4102.1 

2007  2007 

Dec  31 Cash  20 000  Jan  1 Balance b/d  20 000 

Balance c/d  20 000  Dec  31 Royalties  20 000 

$40 000  $40 000 

2008 

Jan  1 Balance b/d  20 000 

Accrued Expenses  No 4104 

2007  2007 

Dec  31 Balance c/d  5 000  Dec  31 Mine wages  5 000 

$5 000  $5 000 

2008 

Jan  1 Balance b/d  5 000 

Capital  No 5101 

2007  2007 

Dec  31 Balance c/d  690 500  Jan  1 Balance b/d  600 000 

Dec  31 Profit and loss  90 500 

$690 500  $690 500 

2008  

Jan  1 Balance b/d  690 500 
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Mine Working  No 5102 

2007  2007 

Dec  31 Inventories of ore  95 000  Dec  31  Inventories of ore  50 000 

Ore treatment  85 000  Sales  580 000 

Mine wages  210 000 

Stores working  13 000 

Depreciation*  10 000 

Royalties  29 000 

Short-workings  1 000 

Profit and loss  159 500 

$630 000  $630 000 

Profit and Loss  No 5103 

2007  2007 

Dec  31  Selling expenses  20 000  Dec  31 Mine working  159 500 

Administrative expenses  49 000 

Capital (net profit)  90 500 

$159 500  $159 500 
 
* It is assumed that motor vehicles are for use in the mine. 
 
 

Income Statement for year ended 31 December 2007 
 

Sales  580 000 

Less Cost of goods sold 
Inventories of ore (1.1.07)  95 000 
Ore treatment costs  85 000 
Mine wages  210 000 
Stores  13 000 
Amortisation of mine  27 500 
Depreciation of motor vehicles  10 000 
Royalties  29 000 
Short-workings written off  1 000 

470 500 
Less Inventories of ore (31.12.07)  50 000  420 500 
Profit on mining  159 500 

Less Selling expenses  20 000 
Administrative expenses  49 000  69 000 

Net profit  $90 500 
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Balance Sheet as at 31 December 2007 

Assets  Liabilities 
Current  Current 
Cash at bank  150 00  State government (royalties)  20 000 
Stores on hand  3 000  Accrued expenses (wages)  5 000  25 000 
Stock of ore  50 000  203 000 

Non-current 

Property, plant and equipment  Owner’s equity 
Mine  550 000  Capital  600 000 
Less Accumulated amortisation  107 500  442 500  Add Net profit  90 500  690 500 
Motor vehicles  100 000 
Less Accumulated depreciation  30 000  70 000 

$715 500  $715 500 
 
20.19  
Financial reporting case—Rio Tinto Ltd.  

20.20  
Chapter summary.  

20.21  
A mine may have to go through the following stages:  
• exploration—searching for a mineral deposit or an oil or gas field, investigative studies and exploratory drilling. Mine account  

• evaluation—determining technical feasibility and assessing the commercial viability of a prospect. Mine  account 
• development—establishing access to, and basic preparation of, the deposit or field in readiness for commercial production. 

Mine account  
• construction—establishing all the facilities, buildings, etc. needed for the extraction, treatment and transportation of the 

product from the deposit or field. Mine account  
• production—operating the mine on a commercial basis to extract, process and sell the product. Mine Working account.  

20.22  
Research assignment.  

20.23  
Research and communication.  

20.24  
Research and communication.  
a  He began business as a mining engineer and started his first mine in 1988. In 1996 he moved to another project, Coppabella, 

which formed the basis of the public float of his company, Macarthur Coal.  
b Research.  
c He takes a hands-on approach because of his background. In relation to the financing, he always retains a large share in his 

own name. The new entrepreneurial approach means they get mines into operation quickly.  
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20.25  
A mining enterprise can be established as a sole trader, a partnership or a company. There is no difference between a mining 
enterprise and any other enterprise if it is set up as a sole trader, a partnership or a limited liability company.  

However, many mining enterprises, because of their speculative nature, are set up as ‘no-liability’ companies. Only a mining 
company may be incorporated as a no-liability company. It must then have No-Liability or the abbreviation NL as part of it name. 
A no-liability company cannot be a private company.  

A no-liability company is a company in which the acceptance of a share does not constitute a contract to pay calls.  
Limited liability means that the liability of members is limited, to the extent of difference between the amount paid so far on 

the shares, and the issue price of the shares. The company then has the right to recover any unpaid calls from the shareholder.  
No-liability means that shareholders are not legally obligated to pay calls if the shares are not fully paid. If the shareholder 

considers that the company will not succeed and that the risk of losing more money is too great, he or she does not have to 
contribute any more towards paying any of the debts or liabilities of the company, and cannot be sued for any calls outstanding. Of 
course, the shareholder is not entitled to a dividend on shares that have calls outstanding. The Share Capital and Reserves accounts, 
however, do not change in any way.  

The Corporations Act provides that any shares in a no-liability company on which calls are unpaid are automatically forfeited 
(after a set period of time). The shareholder loses these shares and they must be advertised for a sale at a public auction. Proceeds 
of such a sale are used to:  
• pay advertising and other necessary expenses of sale  
• pay expenses of the forfeiture  
• pay the outstanding calls  
•  pay the original shareholder any amount remaining.  

20.26  
Communication.  
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20.27  
Note: B Ogden $50 000 is a royalty payment.  

The Ore Inspired Mining Co NL  
Mine Working  

2008  2008 

Jun  30  Inventories  20 000  Jun  30  Inventories  30 000 

Ore treatment  80 000  Sales  1 000 000 

Mine wages  6 000 

Royalties  60 000 

Amortisation of mine  50 000 

Profit and loss  

(profit on mine)  814 000 

$1 030 000  $1 030 000 

Profit and Loss 

2008  2008 

Jun  30  Interest on mortgage  9 600  Jun  30  Mine working  
(profit on mine)  814 000 

Rehabilitation expenses  2 000 

Selling expenses  9 000 

Administrative expenses  7 000 

Depreciation on motor vehicle  1 000 

Retained profits (net profit)  785 400 

$814 000  $814 000 
 
 
 

Balance Sheet as at 30 June 2008 

Assets  Liabilities 

Current assets  Current liabilities 
Cash at bank  459 000  State government  50 000 
Accounts receivable  500 000  Accrued expenses  13 600  63 600 
Inventories  30 000 
Prepaid expenses  1 000  990 000 

Non-current assets  Non-current liabilities 
Property, plant and equipment  Mortgage  48 000 
Mine  500 000 
Less Accumulated amortisation  150 000  Shareholders’ equity 

Share capital 
350 000  Paid-up capital  480 000 

Reserves 
Motor vehicle  10 000  Retained profits  785 400  1 265 400 
Less Accumulated depreciation  3 000 

7 000  357 000 

Intangible assets 
Short-workings  30 000  30 000 

$1 377 000  $1 377 000 
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Workings  
Cash at Bank  

2007  2008 

Jul  1 Balance b/d  10 000  Jun  30  B Ogden (state government)   50 000* 

2008  Ore treatment  80 000 

Jun  30 New shares  100 000  Selling expenses  10 000 

Sales  500 000  Administrative expenses  5 000 

Mine wages  4 000 

Rehabilitation expenses  2 000 

Balance c/d  459 000 

$610 000  $610 000 

Jul  1 Balance b/d  459 000 

Retained Profits 

2008  2008 

Jun  30 Balance c/d  785 400  Jun  30  Profit and loss (net profit)  785 400 

$785 400  $785 400 

Jul  1  Balance b/d  785 400 

Short-workings 

2006  2008 

Jun  30 State government  30 000  Jun  30  State government  10 000 

2007 

Jun  30 State government  10 000  Balance c/d  30 000 

$40 000  $40 000 

Jul  1 Balance  30 000 
 
 
 
* This is the royalty payment of $50 000 per year.  
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20.28  
Mine Working  

2008  2008 

Jun  30 Inventories 1.7.07  205 000  Jun  30 Sales of ore  3 500 000 

Royalties  70 000   Inventories 30.6.08  370 000 

Amortisation  200 000 

Mine wages  1 750 000 

Stores working  45 000 

Ore treatment  390 000 

Profit and loss  1 210 000  

3 870 000  3 870 000 

Profit and Loss 

2008  2008 

Jun  30  Administration expenses  350 000  Jun  30 Mine working  1 210 000 

Selling expenses  280 000 

Capital (net profit)  580 000  

1 210 000  1 210 000 
 
 
 
 

Balance Sheet as at 30 June 2008 

Current assets 
Cash  515 000 
Inventories of ore  370 000  885 000 

Non-current assets 
Mine  2 000 000 
Less Accumulated amortisation  400 000  1 600 000 

2 485 000 

Less Current liabilities 
Royalties payable  70 000 
Accounts payable  110 000  180 000 
Net assets  2 305 000 

Owner’s Equity 
Capital  1 725 000 

Net profit  580 000 
2 305 000  
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20.29  
a  

C L Willard  
 Mine 

2008 

Jun 30  Access to mine  15 000 

Mine buildings  50 000 

Mine shafts  45 000 

Mine machinery  25 000 

Administrative expenses  10 000 

Surveying of mine shaft  1 800 

$146 800 

Jul  1  Balance b/d  126 800 
 

b 
 
 

2008 

Jun 30 Fuels and oils  1 500 

Mine wages  49 500 

Royalties  1 000 

Ore treatment costs  10 500 

Explosives  500 

Amortisation of mine  9 510 

Profit and loss (profit on mine) 51 490 

$124 000 
 

c 
 
 
2008 

Jun 30  Administrative expenses  12 000 

Transport costs  7 000 

Capital (net profit)  32 490 

$51 490 

2008 

Jun 30  Subsidies received  20 000 

Balance c/d  126 800 
 
 
 
 
 
 

$146 800 
 
 
 
 
 

Mine Working 

2008 

Jun 30  Sales of ore  120 000 

Inventories of ore  4 000 
 
 
 
 
 
 
 
 

$124 000 
 
 
 

Profit and Loss 

2008 

Jun 30  Mine working 
(profit on mine)  51 490 

$51 490  
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d  
 
 

Balance Sheet as at 30 June 2008  
 
Current assets  102 700 
Inventories ore on hand  4 000  106 700 

Non-current assets 
Property, plant and equipment  126 800 
Mine  9 510  117 290 

223 990 

Less Current liabilities 
Accrued expenses  1 500  1 500 

Net assets  $222 490 
 

Owner’s equity  190 000 
Add Net profit  32 490 

$222 490  
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Appendix:  
Accounting forms masters  
• Journal  
• 3-column ledger  
• Ledger  
• Cash receipts journal  
• Cash payments journal  
• Purchases journal  
• Sales journal  
• Income Statement  
• Balance Sheet  
• Cash Flow Statement  
• Petty cash book  
• Bank reconciliation statement  
• Statement of estimated receipts from accounts receivable  
• Statement of estimated GST payments to ATO  
• Cash budget  
• Inventory ledger card  
• Property, plant and equipment register  
• Worksheet (10 columns)  
• Corrections to first printing of the 3e Coursebook 
 
Students may use these ruled forms as masters.  

These masters may be copied for student work by enlarging to A4 size on an appropriate photocopy machine or used as 
overhead transparency masters.  
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Journal  
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3-Column Ledger  
 
 
 
Date Particulars Folio Debit Credit Balance 
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Ledger  
 
 
 
Date Particulars Folio Amount Date Particulars Folio Amount 
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Purchases Journal  
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Sales Journal  
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Income Statement  
for year ended......... 

 
 

 $ $ $ $ 

Sales  …………….. 
Less Sales returns   …………….. …………….. 
    
    
Less Cost of goods sold   …………….. 
………………………..  …………….. 
………………………..  …………….. …………….. 
    
   …………….. 

Gross profit  
Add Other revenue  
………………………..  …………….. 
………………………..  …………….. 
………………………..  …………….. …………….. 
    

Less Other expenses  
Selling and distribution expenses  
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. …………….. 
  

General and administrative expenses  
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. …………….. 
  
 
 
 
Finance expenses  
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. …………….. …………….. 
    
Net profit    
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Balance Sheet  
as at......... 

$ $  $ $ 

Assets  
Current assets  
………………………..  …………….. 
………………………..  …………….. 
………………………..  …………….. 
………………………..  …………….. 
………………………..  …………….. 
………………………..  …………….. …………….. 

Non-current assests  
Other financial assets  
……………………….. …………….. 
……………………….. …………….. …………….. 
 
 
 

Property, plant and equipment  
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. …………….. 
 
 

Intangibles  
……………………….. …………….. 
……………………….. …………….. …………….. …………….. 
 

Total Assets    …………….. 
 
 
Liabilities  
Current liabilities  
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. …………….. 
 
 
Non-current liabilities  
……………………….. 
……………………….. …………….. 
……………………….. …………….. 
……………………….. …………….. …………….. …………….. 
 
   …………….. 
Net assets  
 
 
Owner’s equity  
Capital (...............)   …………….. 
Add Net profit   …………….. 
 
  …………….. 
Less Drawings  …………….. …………….. 
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Cash Flow Statement 
 for year ended .........  

 
 $ $ $ 

 
Cash flows from operating activities  
 

Inflows  
 
……………………….. ……………..  
 
……………………….. …………….. …………….. 

 

Outflows  

……………………….. …………….. 

……………………….. …………….. 

……………………….. …………….. …………….. 

Net cash provided by operating activities    …………….. 

Cash flows from investing activities  
 

Outflows  

………………………..  …………….. 

………………………..  …………….. 

Net cash used in investing activities    …………….. 

Cash flows from financing activities  
 

Inflows  

……………………….. …………….. 

……………………….. …………….. …………….. 
 

Outflows  

……………………….. …………….. 

……………………….. …………….. 

……………………….. …………….. …………….. 

Net cash provided by financing activities    …………….. 

Net increase (decrease) in cash held    …………….. 

Cash at the beginning of the reporting period    …………….. 

Cash at the end of the reporting period    …………….. 
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Petty Cash Book  

 
 
 

Analysis of expenditure GST  
credits  

Receipts Date Voucher no Particulars Payments received  
$ $ $ $ $ $ $ 
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Bank Reconciliation Statement as at ........... 
……………Balance as per bank statement  …………….. 
……………Deposits not yet credited  …………….. 

……………Unpresented cheques  …………….. 

……………………………….. 
……………………………….. 
……………………………….. 
……………………………….. 
……………………………….. 
……………………………….. …………. 

……………………………….. …………….. 
 
……………Balance as per Cash at Bank account  
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Statement of Estimated Receipts from Accounts Receivable 
Estimated cash to be received in:  

Credit sales in  Total  ………… ………… ………… 

$ $   $ $ 
……………………… ………… ………… ………… ………… 
……………………… ………… ………… ………… ………… 
……………………… ………… ………… ………… ………… 
……………………… ………… ………… ………… ………… 
……………………… ………… ………… ………… ………… 
   ________________________________ 
  ………… ………… ………… 
 

Statement of Estimated GST Payments to ATO ...  
 ………… ………… ………… ………… GST Collected  
Sales  ………… ………… ………… ………… ………… ………… 
 ………… ………… ………… ………… ………… ………… 
 ………… ………… ………… ………… ………… ………… 
 ………… ………… ………… ………… ………… ………… 
 ………… ………… ………… ………… ………… ………… 
    Total GST Collected ………… ………… ………… ………… …………  
GST Credits Received  
Purchases ………… ………… ………… ………… ………… ………… 
 ………… ………… ………… ………… ………… ………… 
 ………… ………… ………… ………… ………… ………… 
 ………… ………… ………… ………… ………… ………… 
 ………… ………… ………… ………… ………… ………… 
 ………… ………… ………… ………… ………… ………… 
 ………… ………… ………… ………… ………… ………… 
 ………… ………… ………… ………… ………… ………… 

Total GST Credits Received ………… ………… ………… ………… ………… 

Total GST Payable to ATO  ………… ………… ………… ………… ………… 

 

Cash Budget for … 
 

 ………… ………… ………… 
 

 $ $ $ 
Estimated Receipts  
Cash sales  
Accounts receivable  
……………………… ………… ………… ………… 
……………………… ………… ………… ………… 
……………………… ………… ………… ………… 
……………………… ………… ………… ………… 
 _________________________________ 

Total estimated receipts  ………… ………… ………… 
 _________________________________ 

Estimated Payments  
Accounts payable  
……………………… ………… ………… ………… 
……………………… ………… ………… ………… 
……………………… ………… ………… ………… 
……………………… ………… ………… ………… 
……………………… ………… ………… ………… 
……………………… ………… ………… ………… 
……………………… ………… ………… ………… 
 _________________________________ 
Total estimated payments  ………… ………… ………… 
 _________________________________ 
Bank balance (start of month) ………… ………… ………… 
Excess receipts over payments  ………… ………… ………… 
Excess payments over receipts  ………… ………… ………… 
 _________________________________ 

Bank balance (end of month) ………… ………… ………… 
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Inventory Ledger Card  
 

Description ____________________________________________ Code no _____________________________________________ 

Maximum quantity _____________________________________ Reorder point __________________________________________ 

 Minimum quantity _____________________________________ Reorder quantity ________________________________________  
 
 

Date Particulars In Out Balance 

Unit  Total Unit  Total Unit  Total 
Qty cost  cost Qty  cost  cost Qty  cost  cost 

$ $ $ $ $ $ 
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Property, Plant and Equipment Register 
(Front) 
 

Type Manufacturer Estimated residual value 

Location Supplier Depreciation rate 

Date of purchase Estimated life Taxable rate of depreciation 

Depreciation method 
 

Date Particulars Original Annual Accumulated Book 
cost accounting depreciation value 

depreciation  

$ $ $ $ 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
(Reverse)  

 

Repairs and maintenance  

Date Repairer Cost Remarks 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Details of disposal  

Date Name Amount Particulars 
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Corrections to first printing of the 3e Coursebook 
In compiling the solutions the authors have uncovered some errors in the coursebook. These are as follows: 
 
 6.3 [Error in text—Assets should have inventories $15 000. Capital—D McArthur should be $19 465] 
 6.10 [Error in text—Balances as at 1 May: Cash at Bank $4500; J Andrews $2000; Inventories $4300; 
Furniture $1000; A Freeman (Accounts Payable) $641; Capital $11 159] 
12.11 [Error in text—sixth line, Commission Revenue should be Rent Revenue] 
13.10 [Error in text—Goodwill should be Patent. Also on p. 505, Goodwill should be Patent and on p. 506, 

13.14 [Error in text—In the Income Statement, Amortisation of Goodwill should be Amortisation of 
Trademark; in the Balance Sheet, Goodwill should be Trademark] 
13.17 [Error in text—In the Income Statement, Amortisation of Goodwill should be Amortisation of 
Franchise; in the Balance Sheet, Goodwill should be Franchise] 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

 574 

Amortisation of Goodwill should be Amortisation of Patent] 

These errors will be corrected in the second printing.




