


Chapter 2

Q2.1
Owner's equity in a sole proprietorship can be described as:
1. The net assets of the entity.
2. The residual interest of the owner in the assets after deducting liabilities.
3. The amount that the business entity owes the owner.
4. Assets less liabilities.

a. 1 only
b. 4 only
c. 1 and 4
d. 1, 2 and 4
e. All of the above

Q2.2
An asset is a resource controlled by the entity as a result of past events from which future economic benefits are expected to flow to the entity. This definition proposes that:
a. Both physical form and right of ownership of the asset are essential.
b. Physical form of the asset is not essential but ownership is essential.
c. Physical form of the asset is essential but ownership is not essential.
d. Neither physical form nor right of ownership of the asset is essential.

Q2.3
Transactions that involve the incurring of an expense will result in:
1. A decrease in assets.
2. An increase in assets.
3. An increase in liabilities.
4. A decrease in liabilities.

a. 1 only
b. 2 or 4
c. 1 or 3
d. 4 only
e. 3 only

Q2.4
The entity concept envisages that:
1. The business entity and the owner are the same accounting entity.
2. The business entity is a separate accounting entity apart from its owner.
3. The business entity and the owner are the same legal entity.

a. 1 and 3
b. 1 only
c. 2 only
d. 3 only
e. 2 and 3

Q2.5
The following statements relate to the accrual basis of accounting:
1. Only amounts that are earned in or relate to a period are recognised as income.
2. If goods and services have been provided and cash is not received, the amount is not regarded as earned and is not recognised as income.
3. If cash is received in the current period for goods and services provided in a previous period, the amount is not recognised as income when the cash is received.
4. It is the amount of goods or services used in a period that determines the expense incurred, irrespective of the amount of cash paid.

a. 1, 2, 3 and 4 are correct.
b. 1, 3 and 4 are correct.
c. 1 and 4 are correct.
d. 3 and 4 are correct.
e. 1 and 2 are correct.

E2.1
The Muffin Tin, owned and managed by Mary Make, offers courses on how to bake muffins. The statement of financial position of The Muffin Tin at 31 January 20X6 was as follows:

	The Muffin Tin
Statement of financial position at 31 January 20X6

	
	C

	Assets
	

	Land and buildings
	380 000

	Equipment
	180 000

	Supplies
	50 000

	Accounts receivable
	10 000

	Bank
	170 000

	
	790 000

	Owner’s equity 
	

	Capital 
	465 000

	Liabilities
	

	Mortgage on buildings
	200 000

	Accounts payable
	125 000

	
	

	
	790 000

	
	



The following transactions occurred during February 20X6:
1. Supplies were bought on credit for C12 000. Supplies costing C22 000 were on hand at 28 February 20X6.
2. C8 000 was received from customers who attended courses during January 20X6.
3. Customers paid C76 000 for courses attended during February 20X6.
4. Part of mortgage was repaid (C20 000).
5. A new item of equipment was bought for C30 000. C5 000 was paid by cheque, with the balance to be paid in one month.
6. Mary Make made out a cheque for C3 000 for her own private use.

You are required to:
Prepare a statement of financial position of the Muffin Tin at the end of February 20X6.

E2.2
Winfred Nene began trading as The Toy Shop on 1 July 20X4. He is very experienced in the field of toys and current trends, having managed a similar business for the past ten years. He invested cash of C100 000 into the business.

The following statement of cash inflows and cash outflows for the year ending 30 June 20X5 was prepared by a bookkeeper hired by Nene. Nene is concerned that the net cash outflow of C5 000 is an indication of poor performance during the year.

	The Toy Shop
Statement of operating cash inflows and cash outflows
for the year ending 30 June 20X5

	
	C

	Cash inflows
	

	Sales 
	55 000

	Cash outflows
	(60 000)

	Purchase of inventory
	40 000

	Administration costs paid
	20 000

	
	

	Net cash outflow
	(5 000)

	
	



· Sales represent only cash collected from customers. In addition to these collections, C5 000 of uncollected receivables were outstanding at 30 June 20X5.
· Purchase of inventory represents the total inventory purchased and paid for during the year, of which C4 000 was on hand at 30 June 20X5.
· Equipment costing C10 000 was purchased for cash on 1 July 20X4 and is expected to have a useful life of ten years.

You are required to:
a. Prepare a statement of profit or loss of The Toy Shop for the year ending 30 June 20X5, using the accrual basis of accounting.
b. Prepare a statement of changes in equity of The Toy Shop for the year ending 30 June 20X5.
c. Prepare a statement of financial position of The Toy Shop at 30 June 20X5.

P2.1
On 1 February 20X5, Kevin Lindt began a small business entity selling chocolate and flower gift packages, known as the Chocolate Petal. Customers ordered the gift packages either by phone or email, and they were then delivered to them. To begin the business, he contributed all the funds from his bank account, amounting to C27 000.

On 1 February 20X5, Lindt arranged for a delivery service to deliver the gift packages on behalf of the Chocolate Petal at a cost of C1 200 per month, payable in arrears.

Lindt informs you that on 25 February 20X5 he issued a cheque from the business bank account to Moby Insurers, amounting to C1 600, in respect of insurance cover for the month. This payment was in respect of C900 relating to assets of the business, and C700 relating to furniture and clothes at Lindt's home. He recorded this payment in the accounting records of the business by decreasing the asset, bank, by C1 600 and increasing the expense, insurance, by C1 600.

Lindt, having no knowledge of accounting, needs some help and has come to you with various queries at the end of the first month of trading:
1. 'Please explain to me how the payment for the delivery service should be accounted for at 28 February 20X5.'
2. 'I'm very confused … my contribution of C27 000 to my business is its greatest asset — surely I should show it then with all of the other assets on the statement of financial position?'
3. 'I am not sure whether the accounting treatment relating to the payment to the insurance company is correct.'
4. 'The statement of profit or loss is showing quite a good profit for the period, but the bank balance is so low. Why is the profit on the statement of profit or loss not equal to the balance in the bank account? Isn't it supposed to be?'

You are required to:
Respond to all of Lindt's queries. Justify your answer in terms of the Conceptual Framework.

P2.2
Logo Promo is a small business entity involved in promoting various sporting logos to clients in Amsterdam. Logo Promo's clients pay a fee for the right to use the logos on their products. The statement of financial position of Logo Promo at 31 March 20X8, the statement of operating cash flows for the month ending 30 April 20X8, and the accrual basis statement of profit or loss for the month ending 30 April 20X8 are presented below.

	Logo Promo
statement of financial position
at 31 March 20X8

	
	C

	Assets
	

	Equipment
	1 600 

	Supplies
	400 

	Cash
	6 800 

	Rent paid in advance
	100 

	
	8 900 

	Equity and liabilities
	

	Equity
	

	Capital 
	4 000 

	Liabilities
	4 900 

	Loan from bank
	2 000 

	Accounts payable
	1 000 

	Fees received in advance
	1 800 

	Interest payable
	100 

	
	

	
	8 900 

	
	



	Logo Promo
Statement of operating cash flows
for the month ending 30 APRIL 20X8

	
	C

	Cash inflows
	

	Fees
	5 400 

	Cash outflows
	(1 750) 

	Accounts payable
	800 

	Rent
	300 

	Interest
	50 

	Wages
	600 

	
	

	Net cash inflow
	3 650 

	
	

	

	

	Logo Promo
Statement of profit or loss
for the month ending 30 April 20X8
	

	
	C

	Income
	

	Fees
	6 000 

	Expenses
	(2 675) 

	Supplies used
	1 500 

	Rent
	150 

	Equipment: depreciation
	400 

	Wages
	600 

	Interest
	25 

	
	

	Profit for the period
	3 325 

	
	



The following information is also relevant:
1. There were no capital contributions by the owner during April.
2. During April, the owner took C125 of supplies for personal use, as well as distributing C1 100 in cash to himself.
3. All supplies are purchased on credit and the accounts payable relate only to supplies. During April, supplies costing C1 600 were purchased.

You are required to:
Prepare a statement of financial position for Logo Promo at 30 April 20X8.
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