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Demonstrate understanding of 
accounting concepts for an entity  
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Concepts, notions and characteristics of accounting

Functions of accounting
Accounting is the processing of financial information for the users of that information in order to aid their 
business decision making.

Users of accounting information
Financial statements are prepared for users, in order to satisfy different needs. The users of financial 
statements and their needs include the following.

1. Owners/Investors – require information about the risk involved and their return from their investment 
in a business. Financial statements enable them to determine whether they should buy, hold or sell their 
investment in a business.

2. Lenders – are interested in seeing whether their loans and interest owing will be paid when these fall 
due, and need to assess the security over loan applications.

3. Suppliers – like lenders, are interested in seeing if amounts that the business owes them will be paid 
when due. They also use financial statements in order to help them make decisions about credit limits 
and terms of credit.

4. Government and its agencies (e.g. IRD) – the government is interested in resource use, therefore 
the activities of businesses. It also requires information for taxation purposes, for regulation and to 
determine national income and other statistics.

The following three users also desire access to the financial statements; however, it is unlikely they will have 
access if the business is a sole proprietorship. Therefore avoid using them in the examination if you can.

5. Employees – are concerned about the financial stability and the profitability of a business. Financial 
statements help them assess the business’s ability to provide remuneration, retirement benefits, 
employment opportunities and stability. They do not often obtain access to the information.

6. Customers – are interested in the continuance of a business, especially if they feel the good or service 
provided by that business is of importance to them. They do not often get this information. 

7. Public – the general public may require information on the contribution a business makes to the local 
economy. Details of interest include the number of people the business employs, and its patronage of 
local suppliers. Financial statements provide information to the public on the prosperity of a business 
and on its range of activities.



Accounting concepts
At NCEA Level 2, ‘accounting concepts’ refers to: qualitative characteristics and their enhancements; 
financial elements; measurement base; assumptions and notions.

Qualitative characteristics
The New Zealand Institute of Chartered Accountants (NZICA) New Zealand Framework explains the 
nature of the rules that accountants should follow (ask your teacher, he or she should have a copy) and acts 
as an introduction to the International Financial Reporting Standards (IFRS) that accountants must follow 
in order to reach a true and fair view of the financial performance and position of the accounting entity 
they are reporting on.

Qualitative characteristics (the minimum requirements in terms of quality that accounting information 
must possess in order to be considered useful for the decision-making process) must be followed.

Relevance
Relevant information will influence decisions, 
provide predictive value (can be used to make 
predictions about the future, plan budgets, etc.) 
and have confirmatory value (provide feedback 
on past performance or trends). The information 
should also be material.

Materiality states that information that will 
influence decisions due to its amount or nature 
must be disclosed. Its omission or misstatement 
could influence decisions. Materiality makes it 
possible to expense small items (e.g. hand tools), 
or to total the value of all furniture, etc.

Faithful representation
Accounting information should reflect accurately 
the event it represents. It must be complete, 
neutral, and free from error.

Qualitative characteristics

Understandability

Accounting 
information should 
be presented in a 
way that is easily 
comprehended by 
those making use of 
the information.

Comparability

It must be possible 
to use accounting 
information to 
compare accounting 
periods to measure 
performance / make 
trend analyses / 
show similarities and 
differences. It should 
also be possible to 
use the information to 
make comparisons 
with similar 
businesses.

Timeliness

Information needs to 
be available in time 
to influence users’ 
decisions.

Verifiability

When information 
is verifiable, it 
assures users that 
the information 
faithfully represents 
the account, event 
or transaction it 
represents. Different 
independent users 
will reach a consensus 
that the information is 
accurate.

Enhancing characteristics
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Part B

During the year, Dave made a decision to introduce an online store option for customers. The information 
below is extracted from Toptronics’ Cash Flow Statement for the last two years. 

2012 2013

Cash receipts $ $

Cash sales (in store) 650 000 700 000

Cash sales (online store) 0 120 000

Cash payments

Payments to suppliers 400 000 500 000

a. Explain how Toptronics’ Cash Flow Statement confirms the success of Dave’s decision to introduce an 
online store. Justify your answer by including:

	 •	 a description of the purpose of the Cash Flow Statement

	 •	 	an explanation of how and why the decision Dave made to introduce an online store option 
changed the cash receipts AND cash payment of Toptronics

	 •	 	an explanation of how the success of the online store option would be evident, when comparing 
the FULL Cash Flow Statement for Toptronics for 2012 and 2013.

  ESA Publications (NZ) Ltd, Freephone 0800-372 266

	 Understanding	accounting	concepts	for	an	entity	that	operates	accounting	subsystems	 9

2.
1



 ESA Publications (NZ) Ltd, Freephone 0800-372 266

10	 Achievement	Standard	91174	(Accounting	2.1)

2.1

Toptronics 
Statement of Financial Position (extract) as at 31 March 2013

Note $NZ

Non-current assets

Investments

Shares in Telco Ltd 1 20 000

 Notes to the financial statements

 1. Investments

  Investments comprise shares in Telco Ltd. The current fair value of the shares is $24 000, which is 
their market value on 31 March 2013.

b. Justify Toptronics’ reporting of the shares in Telco Ltd in the Statement of Financial Position extract and 
note. Include in your answer:

	 •	 an explanation of how the historical cost concept has been applied

	 •	 an explanation of how the qualitative characteristic of relevance has been applied

	 •	 	an explanation of how the amount reported in the Statement of Financial Position extract and note 
meets the qualitative characteristic of verifiability.

Part C

Dave was able to report to his employees that there had been strong sales growth in each of the last 
three years. Dave had extracted this sales growth information from Toptronics’ Income Statements for the 
last three years.

Toptronics’ financial statements are prepared under the assumption that the business is a going concern.



ACCOUNTING

2.3
Externally assessed 5 credits

Achievement Standard 91176

Prepare financial information for 
an entity that operates accounting 
subsystems

To gain the credits in Achievement Standard 91176 (Accounting 2.3), you will be required to have a full 
understanding of the financial statements that a sole proprietor, registered for GST on the invoice basis, 
would have prepared at the end of the financial year. The nature of the business conducted by the sole 
trader could be either:

•	 a	service	firm;	or
•	 a	trading	firm	(using	a	perpetual	inventory	system).
In addition to this, you need to be able to record any relevant balance-date adjustments, closing entries, 
and reversal entries in both the General Journal and General Ledger.
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Balance-date adjustments

The life of a business is broken into periods of equal length, and as a result of the existence of differing 
accounting periods, some transactions occur during one period, but relate to a different accounting period 
– thus, balance-date adjustments must be prepared to ensure that transactions are accurately reported in 
the period to which they relate. Adjustments required at balance day include the following.

1. Accrued expenses
These are expenses incurred by the business (the service/goods have been received or used) but as at 
balance day they have not been recorded in the financial records of the business. The General Journal entry 
will always be: 

DR ‘Expense name’ (e.g. wages) xx

CR Accrued expenses xx

Current liability
in the Statement of 
Financial Position

2. Accrued income
These are income items that have been earned by the business (the service/goods have been provided) but 
as at balance day they have not been recorded in the financial records of the business.

The General Journal entry will always be:

DR Accrued income xx

CR ‘Income name’ (e.g. dividends) xx

Current asset
in the Statement of 

Financial Position



3. Prepayments
These are expenses that have been paid for by the business (always GST-exclusive amount) but as at 
balance day they have not been incurred (used) by the business. The General Journal entry will always be:

DR Prepayments xx

CR ‘Expense name’ (e.g. insurance) xx

Current asset
in the Statement of 

Financial Position

4. Income in advance
These are income items that have been received by the business (always GST-exclusive amount) but as at 
balance day they have not been earned by the business. The General Journal entry will always be:

DR ‘Income name’ (e.g. commission) xx

CR Income in advance xx

Current liability
in the Statement of 

Financial Position

5. Accounts payable
This adjustment is used when there is an invoice dated on or before balance date, but it has as yet not been 
recorded. The Journal entry will always be:

For Accounts payable

DR Expenditure item (e.g. vehicles, electricity, inventory) xx

DR GST xx

CR  Accounts payable xx

6. Accounts receivable
This adjustment is used when an invoice has been issued prior to balance day for work done, but payment 
has not been received. If for sales, the cost price of the inventory will also need to be accounted for. The 
Journal entry will always be:

DR Accounts receivable xx

CR     GST xx

CR     Revenue name (sales or fees received) xx

And for a retail business the following journal must also be prepared.

DR Cost of goods sold xx

CR     Inventory xx

7. Bad debts
Bad debts occur when accounts receivable fail to meet their debt obligation to the business. The business 
will ‘write off’ the account of the debtor (erase their debt) and this amount will be recorded as an expense 
in the Income Statement. The General Journal entry will always be:

DR     Bad debts xx

DR     GST xx

CR    Accounts receivable xx

Administrative
expenses in the

Income Statement

8. Allowance for doubtful debts
This allowance is made to allow for accounts receivable that, given historical evidence, will be unlikely 
to	repay	the	debt	to	the	business.	The	allowance	is	not	specific	to	particular	debtors;	it	is	an	estimated	
percentage of accounts receivable. When increasing the allowance for doubtful debts, the General Journal 
entry will always be:
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 The General Journal entries to update the capital account are:

31 Mar Income summary 2 970

 Capital 2 970

(to transfer/close profit to the capital account)

31 Mar Capital 10 000

 Drawings 10 000

(to transfer/close drawings to the capital account)

 Example of capital ledger account on balance day.

Capital

1 April 2009 Balance 60 000 Cr

31 March 2010 Income summary 2 920 62 920 Cr

Drawings 10 000 52 920 Cr

N
C
EA

 practice Questions 
Balance-date adjustments

Resource

You will also use this information for Question 1 on page 40, and for Question 1 on page 46.

 Strike Bowling, owned by Simon, is a sole proprietorship business. Strike Bowling caters for corporate 
groups, or groups of friends wanting to have fun playing ten-pin bowling. Strike Bowling is registered for 
GST on the invoice basis.

Strike Bowling 
Trial balance as at 30 September 2011

$ $

Accounts receivable 5 465 Accounts payable 3 500

Advertising 21 700 Accumulated depreciation on 
bowling equipment

12 300

Bad debts 300 Accumulated depreciation on 
buildings

34 200

Bowling equipment 48 700 Allowance for doubtful debts 200

Bowling supplies on hand 8 000 Bank 3 400

Bowling supplies used 12 500 Bowling income 221 500

Buildings 280 000 Capital 139 065

Discount allowed 1 300 GST 3 500

Drawings 49 500 Mortgage (9% p.a., due 2030) 160 000

Bowling electricity 17 000 Rent received 5 500

Office expenses 36 000
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ACCOUNTING

2.4
Externally assessed 4 credits

Achievement Standard 91177

Interpret accounting information 
for entities that operate accounting 
subsystems
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Analysis and interpretation

Measures of profitability
Mark-up percentage

Gross Profit
Cost of Goods Sold

×  100     This figure shows how much (as a percentage) the business increases the 
cost price of its inventory to determine the final selling price. This figure 
should remain constant and only increase or decrease if there is a conscious 
management decision to alter it. If this figure decreases unexpectedly, 
reasons for change could include inventory loss, inventory damage, 
inventory theft or other pressures on the cost of goods sold, such as a 
change in the sales mix of price obtained from suppliers. Ideal percentage 
depends on type of goods sold.

Gross profit percentage
Gross Profit
(Net) Sales

×  100     This figure shows the percentage of sales dollars that convert directly to gross 
profit. This figure will deteriorate when cost of goods sold increases, sales decrease 
(with a less than proportional drop in cost of goods sold and gross profit) and as a 
result of the reasons stated above for mark-up percentage. An acceptable level for 
this measure is often thought to be 40% or greater, depending on the nature of the 
enterprise. To improve: increase mark-up %.

Expenses percentage

Expense Type
(Net) Sales

×  100
    This figure shows the percentage of sales dollars that have been used by a 

particular expense being calculated. These figures should be kept at an absolute 
minimum, and will only deteriorate when expenses increase with a less than 
proportional increase in net sales (or if expenses have decreased). Common 
examples of expense percentages include the following.

1. Distribution costs percentage
 100

1
×

Distribution Costs
Sales

    This analysis measure shows the percentage of sales spent on 
distribution costs. For example, a distribution cost percentage of 7% 
means that out of every dollar of sales made, the business spends 
seven cents on distribution costs. An increase in the percentage should 
lead to an increase in sales, since distribution costs include expenditure 
on items such as advertising, sales salaries, etc., which generate 
sales for the business. To improve: decrease spending on a specific 
distribution expense and explain how.



2. Administration expense percentage
 100

1
×

Administration Expenses
Sales

    This analysis measure shows the percentage of every dollar of sales 
spent on the day-to-day operating expenses of the business, e.g. 
rent, rates, electricity, etc. This percentage should be compared 
with the equivalent percentages in previous years and with those 
of similar businesses. A business should find ways to decrease 
this percentage without sales decreasing. An example of how to 
decrease this percentage would be to negotiate a cheaper rate with 
a supplier or to change a supplier (for example, electricity supplier 
or telephone and internet provider).

3. Finance costs percentage
 Finance Costs 100

1Sales
×

    Finance costs are the interest paid on loans, overdrafts and mortgages. 
This analysis measure shows how much of each dollar of sales is spent on 
interest. A business with a lot of debt will have high finance costs. However, 
the finance cost percentage might not increase if the business has borrowed 
money – for example, to buy more assets for the business which in turn are 
used to generate more sales. Ways to reduce finance costs include repaying 
debt, or switching from one lender to another that charges lower interest 
rates.

Net profit percentage (or Profit for the Year percentage)
Net Profit

(Net) Sales
× 100

  This figure represents the proportion of net sales that converts directly into net profit. 
The net profit percentage is heavily influenced by gross profit changes, such that 
should the gross profit percentage fall, then the net profit percentage will usually fall as 
well. Also the level of expenses directly affects this profit percentage.

  To identify if this percentage is at an acceptable level, decision makers should compare 
this figure with similar investment types and previous years’ percentages. If net profit 
percentage is higher, then it is acceptable.

Return on average equity percentage
Net Profit

Average Equity
×  100

    This figure illustrates the return the business is generating on the investment 
that the owner has made in the business. It is a figure that should be compared 
with prevailing bank interest rates (and other relatively low-risk investments) and 
with the returns offered by alternative investment proposals and portfolios, to 
determine if the risk/return relationship is satisfactory and if the funds invested 
by the owner are producing a satisfactory return. To improve: increase profit by 
increasing mark-up % or decreasing expenses. Do not advise decreased equity.

Return on total assets percentage

100×
Net Profit + Interest Expenses

Average Total Assets

    This figure measures how well the assets of the business are being 
utilised to generate a return for the business. It should also be 
compared with figures from previous years to show a trend. This 
percentage is affected when the business purchases new property, 
plant and equipment, usually decreasing the return in the first year, 
but in the long term the purchase should benefit the business. To 
improve: increase profit as described earlier, or sell off inefficient/
unused PPE assets.

Measures of liquidity
The following ratios are measures of the business’s current financial position, in particular the meeting of 
current and immediate debt obligations.
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Refer to Resources One and Three to answer part c.

Despite sales in Carl’s Furniture increasing by 54.7%, the net profit percentage fell in 2013.

c. Make a justified recommendation to Carl as to how he could improve the distribution cost percentage 
in order to improve the net profit percentage in 2014.

 Include in your answer:

•	 an explanation of a reason for the trend in the distribution cost percentage

•	 a recommendation as to how to improve the distribution cost percentage in 2014

•	 an explanation of how the recommendation will improve the net profit percentage without 
reducing sales.

Part B

Refer to Resources One, Two, and Three to answer a.

a. The following table provides equity ratio information for Carl’s Furniture. 

Analysis measure 2012 2013

Equity ratio 0.56 : 1 0.38 : 1

  Explain why the trend above in Carl’s Furniture’s equity ratio is likely to have an impact on any further 
expansion in 2014. Justify your answer by including:
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Answers and explanations

Achievement Standard 91174 (Accounting 
2.1): Demonstrate understanding of 
accounting concepts for an entity that 
operates accounting subsystems

2.1 Conceptual basis of accounting
Question One

Part A

a.  Dave will report the business electricity as an expense of 
$65 000 in the Income Statement in accordance with the 
definition of an expense. The cost of business electricity 
would have decreased Toptronics’ assets when the electricity 
was paid for because the bank account would have decreased 
by $65 000. The cost of business electricity decreased equity 
by decreasing profit for the year, and was not a distribution 
to Dave the owner. The cost of personal electricity cannot be 
a business expense as it was a payment for Dave’s personal 
use, and must therefore be recorded in the Statement of 
Financial Position as drawings of $3 000. This is in accordance 
with the Accounting Entity concept that states that the 
financial affairs of Dave the owner must be separate from 
those of the business Toptronics.

  (A – one definition in context; M – explanation of recording both accounts with one 
concept; E – full explanation of recording electricity with both concepts.)

b.  The shop selves are an asset for Toptronics because they were 
purchased by Toptronics in the past. Toptronics has present 
control over how the shop shelves are used by keeping them 
locked in its building and deciding how they are used; and 
the shop shelves will generate future economic benefit by 
attracting more customers into the shop by displaying the 
tablets and televisions so that customers can see them easily, 
which will increase sales and the bank account. The value of the 
shop shelves can be measured with reliability in the statement 
of financial position because Toptronics will have an invoice to 
give evidence of the value. It is also probable that the shelves 
will generate income as there is more than a 50% likelihood 
that customers will buy the electronics displayed on the shelves. 
The shelves are a non-current asset as they will generate future 
economic benefit for Toptronics for more than the next financial 
year / there is no intention to sell them this year.

  (A – shelves explained in terms of the definition of asset; M – shelves explained as being 
non-current asset and the definition of the asset explained; E – fully explains the shelves are 
a non-current asset with the characteristics of an asset and the recognition criteria of the 
asset.)

Part B

a.  The Cash Flow Statement will show Toptronics’ cash receipts 
(where receipts came from and their value) and cash 
payments (what money was spent on and how much was 
spent) for the year, and the resulting increase or decrease in 
cash for the year and the resulting bank balance.

  Toptronics’ decision to expand online was successful as there 
was an increase in cash receipts from sales, from $650 000 to 
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$820 000 including $120 000 from online sales. As a result, 
the cash payments to suppliers increased from $400 000 to 
$500 000 because Toptronics needed to buy more inventory 
(iPads™, televisions and so on) to sell to the increased 
customer base. Overall, the increase of receipts was $70 000, 
largely as a result of the online sales which increased the 
closing bank balance. Having the online sales appears to have 
increased shop sales as well, as more people are aware of the 
Toptronics business.

  The full success of the introduction of the online store would 
be more evident when looking at the full Cash Flow Statement 
because many cash expenses would have increased with the 
online store. Toptronics might have had to employ more staff to 
fill the orders, and also to set up and operate the online website. 
This resulting increase or decrease in cash for the year would 
give a true judgement on the overall success of the online store 
– if the increase led to a greater value of receipts than the result 
for 2012 then the online store was definitely a cash success, but 
if there was a deficit then the increased costs outweighed the 
receipts and would not be a good thing for Toptronics.

  (A – purpose of Cash Flow Statement explained in relation to the online store; M – 
explanation of how or why the online store opening related to the impact on cash receipts 
and cash payments; E – explanation of both how and why the online store had an impact 
in relation to cash receipts and cash payments, and the full influence of the Cash Flow 
Statement on determining the success.)

b.  The historical cost concept states that assets must be reported 
at their original acquisition cost. Toptronics is meeting this 
concept as the shares in Telco Ltd are reported at $20 000 in 
the main body of the Statement of Financial Position.

  The concept of relevance requires Toptronics to disclose 
information that will influence the users’ decision and should 
help predict future events or confirm past ones. The current 
market value might influence the users because in this case 
the shares have increased in value by $4 000. This current 
market value of $24 000 is reported to the users in the notes 
to the financial statements, providing users of the information 
with a more relevant figure for decisions if Toptronics decided 
to sell the shares.

  Both figures are verifiable as there would be a receipt for 
$20 000, which was the price paid for the shares; and the 
$24 000 is verifiable as it is an independent valuation of the 
shares’ current value on the stock exchange and the value is 
published publicly.

  (A – either historical cost or relevance definition explained in relation to the investment 
assets/shares; M – both historical cost and relevance explained in context of the shares; E – 
merit plus verifiable explained in context for both historical cost and market value.)

Part C

a.  The going concern concept states that Toptronics will 
continue to operate into the foreseeable future, which means 
it currently has no intention to close. This is important for 
the employees as it indicates that there should be reasonable 
job security, especially when considering the increase in sales 
growth over the past three years. The growth in sales over 
the past three years indicates that the business is in a strong 



financial position with future sales expected to continue and 
therefore the management has no intention to close the 
business as there is no need to since the business is more 
profitable than in previous years.

  (A – going concern explained in relation to Toptronics; M – going concern explained in 
relation to employees or sales growth; E – going concern explained in relation to employees 
and sales growth)

b. i.  The purchase of the new delivery van is capital 
expenditure because it was a one-off type of purchase 
that created a new non-current asset when Toptronics 
purchased it, and the firm intends to use the vehicle to 
benefit the business for more than the current financial 
year. The sign writing is also capital expenditure as it is a 
one-off cost related to getting the van ready for use by 
Toptronics. The vehicle is reported as an asset of $84 000 
in the Statement of Financial Position, not an expense, 
therefore it is capital expenditure.

 ii.  The diesel spent to fuel the vehicle is a revenue 
expenditure as it is recurring in nature / daily 
expenditure – it is likely that Toptronics will have to spend 
approximately $300 every month on diesel to operate 
the vehicle. This diesel will be reported in the Income 
Statement as an expense which decreases profit, as it 
affects only the current year.

  (A – either capital or revenue expenditure explained with at least two features; M – both 
capital and revenue expenditure explained in context and with at least two features and 
reference to the appropriate financial statement)

Question Two

Part A

a. i.  The accounting entity notion requires the separation 
of the owners’ personal finances from those of their 
business, which means that Sarah must keep her personal 
transactions and financial affairs separate from those of 
Garden Services. (A)

   This means that the Income Statement of Garden Services 
will report the incomes and expenses of Garden Services 
only, not of Sarah personally, in order to calculate the 
correct profit for the year. (M)

 ii.  Example: Sarah will use the Income Statement to make 
decisions regarding how to increase Garden Services’ 
income or reduce its expenses in an effort to increase the 
profit in the next year. She will want to make sure that 
the electricity (for example) is only that of the business so 
if she tries to reduce it by changing to energy-saving light 
bulbs, she knows it is just the business electricity not her 
personal electricity. (If the business pays for her personal 
electricity it will be reported as Drawings in the Statement 
of Financial Position.) (M)

b.  The loan is reported as a liability for Garden Services because 
in the past Garden Services borrowed money from its bank 
to finance a purchase. Currently, on 31 March 2012, Garden 
Services is obliged to repay the loan in accordance with the 
terms stated in the loan agreement, and when it does repay the 
loan in the future there will be a sacrifice of future economic 
benefits (assets) as it will have to take money from the asset 
bank account to repay the Bank in November 2012. (A)

  The cost of the loan can be measured with reliability as there 
will be a loan agreement that will state the value of the loan is 
$20 000, which is proof that the amount in the Statement of 
Financial Position is correct and reliable. (M)

  The loan is reported as a current liability in the Statement 
of Financial Position for Garden Services on 31 March 2012 
because the future sacrifice to repay the loan is expected to 
happen in November of this year, which means that it is to be 
paid in the next 12 months, which makes the loan a current 
liability. For the previous years that Garden Services had the 
loan it would have been reported as a non-current liability 

because the due-by date would have been greater than 
12 months. (M/E)

Part B 

a. i.  Collection fees are an income for Garden Services because 
when the customers pay for their garden rubbish to be 
collected it will increase Garden Services’ asset ‘bank’ 
account and its fees income. The collection fees are an 
income because they increase the profit for the year for 
Garden Services, which leads to an increase in Sarah’s 
equity in the business. The collection fees are not a 
contribution from Sarah, the owner; they therefore meet 
all three characteristics of income. (A/M)

 ii.  When the business customers are charged for their garden 
waste collection each month this creates the ‘accounts 
receivable’ asset. The collection fees can be reported as an 
income, even though the money hasn’t been received yet, 
because it is probable – i.e. there is a greater than 50% 
chance – that the debtors will pay their accounts. Past 
experience shows that this happens; customers will want 
to continue to use the service so will pay, and when it does 
happen, the future economic benefit in the form of cash 
will flow into the entity Garden Services and increase its 
asset ‘bank’. (M/E)

b.  Garden Services depreciates its property, plant and equipment 
assets every year in order to systematically allocate the 
depreciable amount of each of those assets (except land) 
over their useful lives, to account for the decrease in future 
economic benefit of those assets. (A)

  The trucks and office equipment are depreciated using 
different methods so that the loss in future economic benefit 
is most closely accounted for.

  Garden Services uses the units-of-use method for depreciating 
the trucks because the units-of-use method calculates the 
amount of depreciation based on the amount the trucks are 
used, e.g. the number of kilometres driven. (M) This is best for 
trucks as the loss in future economic benefit is directly linked/
correlated to the amount the truck was used. This means the 
depreciation expense will vary from year to year depending 
on the truck use, providing the most accurate amount of the 
depreciation expense for the year. (E including the M answer)

  Garden Services uses the straight-line method for depreciating 
the office equipment because this method calculates the 
amount of depreciation on a consistent basis, the same 
amount each year. (M) This is best for the office equipment as 
the loss in future economic benefit will be consistent every 
year and is not directly influenced by use of the equipment. 
This means the depreciation expense will be the same amount 
from year to year providing the most accurate amount of the 
depreciation expense for the office equipment for each year. (E 

including the M answer)

Part C 

a.  The accrual basis states that transactions are to be recognised 
when they occur and the effects of such transactions are to be 
reported in the financial statements of the period they relate 
to / during which the effects occur, regardless of whether or 
not the cash has changed hands. (A)

  The invoice represents that the truck repairs have occurred in 
this period therefore need to be recognised, even though the 
cash will not be paid by Garden Services until next year. The 
repairs to the truck will be recorded as an expense in Garden 
Services’ Income Statement for the year ended 31 March 2012 
as a distribution / rubbish collection expense, either creating 
the repairs account or increasing an existing one by $800, 
reducing the current year’s profit as the truck repairs belong 
to this period because this is when the service took place. (M/E)
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