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MODULE 1 

Introduction to Hospitality Accounting 

Learning Objectives 

1. Defne accounting. 

2. Identify the users and uses of accounting. 

3. Understand why ethics is a fundamental business concept. 

4. Explain the meaning of generally accepted accounting principles, specifcally the cost principle, monetary unit assumption, and the 
economic entity assumption. 

5. State the basic accounting equation, and explain the meaning of assets, liabilities and stockholders’ equity. 

6. Explain the accounting cycle and fow of information. 

7. Identify the various systems of accounting procedures used in the hospitality industry. 

8. Understand accounting and fnancial management in a hotel, foodservice operation and a club. 

THE PROCESS OF ACCOUNTING 

Accounting can be defned as a process with four major steps: 

• Identifcation – this is where economic events happen, and they are known as transactions. An 
economic event will afect a business and can also be measured 

• Recording – record, classify, summarize the monetary efects of the transactions to the business 

• Prepare – prepare the accounting work in the proper format so as to communicate with all the various 
users of the accounting information 

• Analyze – interpret the results from all the accounting reports. This is an important step. A good 
manager needs to be able to understand and explain what the numbers mean to all interested parties 
such as the owners 

A business can be organized in many ways, but the three most popular methods are sole proprietorship, 
1 



  

  
  

    
  

 

  
  

  
  

 

  

    

  
  

  

 

 

2 AGNES DEFRANCO 

partnership and corporation. Proprietorship or sole proprietorship means that the business is owned by one 
person. Generally, this is for a business where a small amount of capital is necessary to start the business. And, 
in this case, the owner or proprietor receives any proft or bears any loss and is personally liable for all debts the 
business incurs. A partnership is a business owned by two or more people. Each partner has unlimited personal 
liability for the debts of the partnership. There are other forms of partnership such as general partnership, limited 
partnership, or limited liability partnership which you will learn in other classes. Finally, a corporation is a separate 
legal entity with multiple ownership. These owners are also known as shareholders, and they have limited liability. 
If you buy a stock of Hilton, you are an owner of Hilton, and your liability stops at what you paid for that stock 
of Hilton. Ownership in a corporation can change without dissolving the corporation itself. In this case, you will 
simply sell your one share of Hilton stock to another person without afecting Hilton, the corporation. Therefore, 
a corporation has an unlimited life. 

IDENTIFY THE USERS OF ACCOUNTING 

There are many people and organizations that need accounting information. Even non-proft organizations or 
churches have to document all their income and expenses! The users of accounting information can be roughly 
classifed into two groups: Internal and External users. Internal users are people within the business organization 
while external users are people outside the business organization. Below are some of the examples of both 
internal and external users and why they may be interested in the accounting information. 

INTERNAL USERS 

• Managers (Can we pay the bills? Can we give people raises? Can stockholders receive dividends?) 

• Owners (How much money did we make last month? How much money can we make in the future?) 

• Employees (Will the company be able to pay me? Will I get a raise? Will I have a job or even a promotion 
next year?) 

• Supervisors (How am I doing in controlling my costs? Is my payroll in line? How are my employees 
performing? Are they up-selling?) 

• Corporate level (What will our stock price be with the earnings reported? Will the stock price go up or 
down? Do we have the required cash to put in a bid for a new hotel?) 

EXTERNAL USERS 

• Investors (Should I invest in this company? Should I sell my investment?) 

• Creditors (Can this company pay back my loan?) 

• Regulatory agencies such as the SEC (Has the company fled all the required reports?) 

• Taxing agencies such as the IRS (How much tax should be reported by this company?) 



    
  

  

 

  

    

 
    

  
   

  
   

  
  

 
  
  

    

 
  

  

 

   

  

3 INTRODUCTION 

ETHICS IS A FUNDAMENTAL BUSINESS CONCEPT 

Ethics is the standard of conduct by which one’s actions are judged as right or wrong, honest or dishonest, fair or 
not fair. In working with any accounting information, ethics is of the utmost importance. You should never let any 
external force compromise your own integrity in reporting the truth. When in doubt, or when you encounter gray 
areas, always refer to the rules to which you must abide. Remember, all the users of accounting information are 
relying on you to report the correct information. 

GAAP – GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 

To guide you in preparing accounting information correctly, you have GAAP. GAAP stands for Generally Accepted 
Accounting Principles and is set or determined jointly by the Securities and Exchange Commission (SEC) & the 
Financial Accounting Standards Board (FASB). In this frst module, you will be introduced to three principles. And, 
you will learn more in the subsequent modules. 

Cost Principle. The cost principle dictates that assets are to be recorded at their historical cost. This means if 
you paid $1,000 for a piece of equipment, that cost of $1,000 will stay on your accounting records until that piece 
of equipment is disposed of. Some of you may have a question already – wouldn’t the value of the equipment 
be lower as it is being used? Absolutely, that is is known as depreciation and that will be covered in module 4. 
However, the original value will still remain as $1,000. You simply subtract the depreciation taken to obtain the 
lower “net book value”. Of course, if you were to buy a piece of land for $100,000 in 1990, in today’s world, 
that piece of land will be way more than $100,000. However, you are still to use that number on your fnancial 
statement until the land is sold. And at the time of sale, you can record and realize the gain. 

Monetary Unit Assumption. This assumes that all business transactions can be expressed and measured in 
terms of some monetary unit. If your company is a US company, you will record the accounting in your books 
in USD. And, obviously, money is the common measurement of all economic activities and fnancial transactions 
around the world. 

Economic Entity Principle. This principle states if you have a company, you need to keep your personal fnancial 
activities and your and business fnancial activities separate, as your business is its own economic entity. And, 
if you own a few restaurants, each restaurant is a unit of business, so each unit should have its own separate 
accounting work, and then the results of all the units can be aggregated at the end of the fscal period to show the 
fnancial picture of the entire entity. 

THE BASIC ACCOUNTING EQUATION 

The basic accounting equation is A = L + OE **or any variation of that** such as A – L = OE, or A – OE = L. 
“A” stands for your assets, resources owned by the business that will have future economic beneft (e.g., cash, 
accounts receivable, land, inventory, the building itself, ofce supplies). “L” stands for liabilities, the existing debts 
& obligations of the business that have future claim on the economic benefts of the business (e.g., salaries and 
wages, accounts payable, long term debt) (hint: pretty much anything “payable” is a liability). Finally, “OE” stands 
for owner’s equity, and this is the ownership claim on the assets of the business. 
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4 AGNES DEFRANCO 

OE is a bit more complicated than assets and liabilities in that it has two parts: paid in capital, and retained 
earnings. Paid in capital is the contribution to the business by the owners. This is the investment of the owners, 
that they “paid into” the business when they frst started their business. Retained earnings is the money the 
owners put back (retained) in their business when the business made money. How do one get the number for 
retained earnings? There are three parts to this. Imagine you have a bakery and you sell wonderful cupcakes. 
On a daily basis, people come and buy cupcakes from you and they pay you – these are the revenues. Then, of 
course, to make the cupcakes and to open the door of your bakery to let people in to buy your cupcakes, you have 
to pay for a lot of things such as all the ingredients to make the cupcakes (four, sugar, eggs, spices, etc.), wages 
to your employees, rent for the store, utilities, etc. – these are the expenses. Then, at the end, as the owner, you 
may want to take some money out from the business – why not? Isn’t this the reason people go into business, so 
they can make money, and then take the money out for their own personal use? This is known as withdrawals (if 
the business is a sole proprietorship or partnership) or dividends (if the business is a corporation). 

Therefore, Revenues – Expenses = Profts or Loss; and Profts or Loss – Withdrawals or Dividends = Retained 
Earnings. In other words: 

Revenues – Expenses – Withdrawals/Dividends = Retained Earnings 

Thus, the relationship between assets, liabilities, owner’s equity, capital, retained earnings, revenues, expenses, 
and withdrawals/dividends can be expressed as follow: 

Key Takeaways 

Example: The Accounting Equation 

You invested $10,000 into a new restaurant. The restaurant needs $15,000 for some new kitchen equipment and you must get a loan of 
$5,000 to pay for the rest of the equipment. What do these dollar amounts represent? 
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Answer: 
$10,000 = Owner’s Equity 
$15,000 = Assets 
$5,000 = Liabilities 
Assets = Liabilities + OE 
$15,000 = $5,000 + $10,000 

Example: Taking The Accounting Equation to the Next Step 

Your hotel earned $60,000 in sales this month after paying $50,000 in expenses (from rooms expense to wages and everything in between). 
Luckily, you end up profting $10,000! To keep all owners happy, you decide to pay them $4,000, leaving you with $6,000 to reinvest in your 
hotel. Label each amount. 

Answer: 
$60,000 = Revenues 
$50,000 = Expenses 
$10,000 = Profts (Revenues – Expenses = Profts) 
$4,000 = Withdrawals 
$6,000 = Retained Earnings (Profts – Withdrawals/Dividends = Retained Earnings) 

THE ACCOUNTING CYCLE 

There are a total of 9 steps in the accounting cycle. In the next few modules, we will cover each step, one at a time. 

1. Analyzing transactions (analyze if a transaction is indeed a business transaction and what accounts this 
transaction would afect and by how much) 

2. Journalizing (done in a Journal which holds all the transactions that afect your business) 

3. Posting (transferring the information from the Journal to the Ledger accounts) 

4. Trial balance (adding up your debits and credits, proving that they should equal) 

5. Adjustments (adjust for any prepaids and accruals) 

6. Adjusted trial balance (same as the trial balance but includes all adjustments) 

7. Financial statements (Income Statement, Statement of Retained Earnings, Balance Sheet, and Statement 
of Cash Flows) 

8. Closing entries (closing all the temporary accounts at the end of an accounting period) 

9. Post closing trial balance (same as trial balance but will now only include the permanent accounts, i.e. 
accounts that were not closed during the closing process) 
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6 AGNES DEFRANCO 

SYSTEMS OF ACCOUNTS IN THE HOSPITALITY INDUSTRY 

In the hospitality business, there are four uniform systems of accounts. They are: 

• The Uniform Systems of Accounts for the Lodging Industry (USALI) 

• The Uniform Systems of Accounts for Restaurants (USAR) 

• The Uniform Systems of Financial Reporting for Clubs (USFRC) 

• The Uniform Systems of Financial Reporting for Spas (USFRS) 

The USALI is the oldest and it is in its 11th edition. The group that is responsible for updating the USALI is 
the Financial Management Committee of the American Hotel & Lodging Association (AHLA), and the copyright is 
owned by the Hospitality Financial and Technology Professionals (HFTP). [If you are interested in the fnancial or 
technological part of the hospitality industry (or think you might be), then the Hospitality Financial and Technology 
Professionals organization is for you! The Hilton College at UH has our very own Cougar Chapter of HFTP available 
for you to join. HFTP lets you network with fnancial and technology professional in our industry through monthly 
dinners at hotels, clubs, etc.]. The FMC is currently meeting to begin work on the 12th edition. 

Owned by the National Restaurant Association, the USAR is the next most senior publication currently in its 
8th edition. The USFRC for clubs is owned by the Club Managers Association of America is its 7th edition, while 
the USFRS owned by ISPA is still in its frst edition. As changes occur in accounting regulations and/or business 
practices in these segments, these publications are updated as needed. 

http://www.hftp.org/
http://www.hftp.org/


  
  

  

  

 

    

  

 

Restaurant Industry Facts at a Glance 
• $825 billion: Restaurant industry's projected sales in 2018. 

• 1 million+ : Restaurant locations in the United States. 

• 15.1 million: Restaurant industry employees. 

• 1.6 million: New restaurant jobs created by 2028. 

• 10%: Restaurant workforce as part of the overall U.S. workfo rce. 

• 9 in 10: Restaurant managers who started at entry level. 

• 8 in 10: Restaurant owners who started their industry careers in entry-level positions. 

• 9 in 10: Restaurants with fewer than 50 employees. 

• 7 in 10: Restaurants that are single-unit operations. 

7 INTRODUCTION 

ACCOUNTING AND FINANCIAL MANAGEMENT IN HOTELS, FOODSERVICES, AND 
CLUBS 

Between the three segments of hotels, foodservice, and clubs, the accounting/fnance ofce is probably most 
complicated for hotels. Of course, this all depends on the size of hotels, or clubs, or if a restaurant is a single 
unit restaurant or part of a conglomerate. In a medium size hotel, there will normally be a controller or a director 
of fnance and accounting (DoFA) who leads all the account eforts of the establishments. In a big hotel of over 
1,000 rooms, connected to a convention center, with its own meeting space, you may fnd under a DoFA a senior 
assistant DoFA, assistant DoFA, accounts payable clerks, accounts receivable clerks, general cashier, paymaster, 
night and day auditors, and credit manager. For some, the director of purchasing or director of information 
technology may also report to the DoFA, depending on the size of the operation. 

For clubs, since most billings are done at the end of the month rather than a daily basis, the accounting 
department is normally not as large as a hotel. The accounts you will see in a club will also be diferent. For 
example, there will be initiation fees or membership dues that are normally not found in a hotel, unless a hotel 
also has a spa or health club that sells membership to local residents. For restaurants, the emphasis in accounting 
is normally found in cost controls in food cost, beverage costs, and payroll costs. 

FACTS ABOUT OUR INDUSTRY 

. 
Source: American Hotel & Lodging Association 

http://ahla.com/
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Source: 
National Restaurant Association 

http://restaurant.org/


  

 

 
   

 
     

    
    

  

MODULE 2 

Accounting Principles 

Learning Objectives 

1. Discuss the qualitative characteristics of accounting information and elements of fnancial statements. 

2. Identify the basic assumptions, principles, and constraints of accounting. 

3. Analyze the efects of business transactions on the basic accounting equation. 

4. Understand the four fnancial statements and how they are prepared. 

QUALITATIVE CHARACTERISTICS OF ACCOUNTING INFORMATION AND 
ELEMENTS OF FINANCIAL STATEMENTS 

The four items of the FASB’s conceptual framework are: 

• Objectives of fnancial reporting 

• Qualitative characteristics of accounting information 

• Operating guidelines 

• Elements of fnancial statements 

To begin, the objectives of fnancial reporting are to ensure that: (1) the accounting information is useful in 
making investment and credit decisions, (2) the fnancial reports are helpful in assessing future cash fows, and (3) 
the assets, liabilities, and changes in those resources are clearly identifed. 

All accounting information also should contain four specifc qualitative characteristics. First – “relevance”. 
Accounting information should be completed in a timely manner so that it can make a diference in decision 
making. For example, if an accountant takes a couple of months to prepare any month-end statement, then if 
there are issues with the operation, the fnancial results or reports will not be available till months later and 
thus will not be useful to the operation. Second – “reliability”. The accounting information should be reliable 
in that it is free of error and free of bias. Third – “comparability”. This means the information of one business 
can be compared to other enterprises (your competition). This also means a business can compare itself from 

9 



  
  

    
  

  

 
  

  
 

 

  
  

  
  

    
 

  
  

  

  

  
  

    

 
  

  

  
  

 

10 AGNES DEFRANCO 

one accounting periods to another. This is why there are various uniform systems of accounts in the hospitality 
industry, as discussed at the end of Module 1. If all businesses follow one way to perform their accounting work, 
classifying the expenses and revenues in the same way, then it will be very easy for anyone to compare one 
business unit to another. Finally – “consistency”. A company should use the same accounting principles from one 
year/period to the next. This does not mean the one cannot change how depreciation is to be recorded or how 
inventory is being evaluated. However, there needs to be justifcation for the change and the business should not 
be using method A in January and then switch to method B in February, then to C in March and back to B in April, 
etc. 

Next, operating guidelines. Sometimes you see these guidelines referred to as assumptions, other times, they 
may be known as principles or constraints, but just note that they are all part of GAAP, and they are all guidelines 
for you to prepare your accounting information. The elements of fnancial statements will be 
discussed later in this module. 

GUIDELINE: ASSUMPTIONS, PRINCIPLES, AND CONSTRAINTS OF ACCOUNTING 

In Module 1, we looked at the monetary unit assumption and the economic entity assumption. Two more 
assumptions mentioned here are time period and going concern. The time period assumption basically says that 
the economic life of a business can be divided into equal time periods such as weeks, months, years, so we can 
tabulate the fnancial results at the end of each period. The word equal is used loosely as not all months have 
the same number of days. Going concern assumes that the business will continue in operation to carry out its 
objectives. You are assuming that your business will continue into the foreseeable future. 

Besides the four assumptions, there are also four principles. The cost principle was discussed in Module 1 so 
we will start with the second principle – the revenue recognition principle. This principle states that a business 
can only recognize revenue in the accounting period it is “earned”. If the revenue has not been earned yet 
(such as you signed a contract in February to cater a wedding party in December and you received a deposit in 
February), that is not revenue because you have not performed any service to earn the money as yet! Therefore, 
the matching principles follows and says expenses are recognized in the accounting period in which eforts are 
made to generate revenue. In other words, you match revenues and expenses of the same period. Finally, 
full disclosure. If there are circumstances and events that will make a diference in the accounting results of a 
business, the business has the duty to disclose such information. For example, if someone fles a lawsuit against 
your restaurant, and it is signifcant enough to make a diference in your books should the plaintif wins, then the 
people reading your books/statements/fnancial information need to know about it, and you have to disclose the 
lawsuit. 

As for constraints, there are two. The materiality constraint means if an item’s impact on a frm’s overall 
fnancial condition and operations is material, then, it needs to be reported. For instance, buying a $10 trash can 
probably isn’t very “material” in a business, so it doesn’t need its own line-item as an account but can be included 
in perhaps “ofce supplies” or under “miscellaneous”. For the most part, it simply means an accounting standard 
can be ignored if the net impact of doing so has such a small impact on the fnancial statements that a user of the 
accounting information would not be misled. As for conservatism, this basically means when in doubt, choose the 
method that would least likely overstate assets and income. In other words, be conservative! 
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11ACCOUNTING PRINCIPLES 

Know these 10 operating guidelines as you will see them throughout this course and you use them to guide how 
you complete your accounting work: 

Key Takeaways: GAAP Guidelines 

EFFECTS OF BUSINESS TRANSACTIONS ON THE ACCOUNTING EQUATION 

Recall that the accounting equation is A=L+OE, so any transaction that afects a business needs to be measured 
and then analyzed to see what accounts that transaction will afect, and in turn, how the accounting equation 
will change. Transactions are economic events of an enterprise/business that will be recorded into the “books” 
or accounting information of a business. These events can happen externally, involving the company and a third 
party or internally, concerning individuals within the company. Paying an invoice to a supplier in an external 
transaction whereas paying payroll is an internal transaction. Regardless of whether the transaction is internal or 
external, the equality of the accounting equation must always be preserved! 

Examples: Every transaction is NOT a business transaction 

A celebrity posted on her social media that she loves your restaurant. Is this a business transaction? No! Firstly, how does this afect your 
business? Are you sure you will see more revenue? Or if she is a celebrity that people do not like, would that hurt your business? Nothing 
has happened to your sales yet, so no revenues can be recorded. Secondly, how are you going to measure the event? Is that a positive $1,000, 
or $500, or $780? Thus, unless a transaction actually occurred and that you can measure the impact, this celebrity posting is NOT a business 
transaction. 

TRANSACTION ANALYSIS 

Let us do an example of transaction analysis. But frst, please go back to Module 1 to review the various 
components of the accounting equation and the diferent accounts that make up those components, such as 
cash is an asset, equipment is an asset, accounts payable is a liability, anything purchased “on credit” would be a 
liability, etc. Know the accounts, know the components. In this case, Julia Jansen is a hospitality consultant and 
she opens her consulting company in September. There are 8 transactions listed. Every business transaction 



  

 

 

 
 

Assets = Liabilities + Stockholders' 
Equity 

Trans- Sup- Equip- Accounts Common Retained 
action Cash + plies + m£D1 = Payable + Stock Earnings 

(1) +$8,000 +$8,000 Investment 

(2) -500 +500 

(3) +$4,000 +$4,000 

(4) +3,000 +3,000 Service 
!Revenue 

(5) -800 -800 Salary 
Expense 

(6) -200 -200 Rent Expense 

(7) -1,000 -1,000 

(8) -1,500 -1,500 Dividends 

$7,000 + $500 + $4,000 = $3,000 + $8,000 $500 
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afects at least two accounts, some may afect three or more accounts. In performing a transaction analysis, you 
need to fgure out what accounts are afected and by how much. 

Examples: Transaction Analysis 

Julia Jansen opened and incorporated a hospitality consulting frm during the month of September and provided you with the following data 

1.Invested $8,000 in her business in exchange for common stock 
2.Purchased $500 of supplies for cash 
3.Purchased $4,000 of equipment on account 
4.Received $3,000 cash for consulting services 
5.Paid salaries of $800 
6.Paid the frst month’s rent of $200 
7.Paid $1,000 owed to a creditor 
8.The corporation paid a dividend of $1,500 in cash to Julia Jansen, the stockholder 
Prepare the tabular summary for the transactions above 
Answer: 



 
  

  
    

 

    
  

  
  

 

 
  

     
  

  
    

  

 

 

 

 

    

 
 
 
 
 

13ACCOUNTING PRINCIPLES 

In this example, all eight transactions are business transactions that afect Julia’s consulting business. Let’s look 
at some of them. The frst one is when she invested $8,000 of her money into the business and incorporated 
the business. Remember one of the guidelines is economic entity. Although the $8,000 is Julia’s money, once she 
invested the money into the business, the $8,000 belongs to the business as “common stocks” and also as “cash”. 
So, with this investment, Julia now has cash in the business so she can go buy the things she will need to operate 
her business. Julia is an entity; her business is another entity. So, recording this $8,000, we are also observing the 
economic entity principle. Now, while you are not required to identify which guideline you are following when you 
analyze each transaction, you ARE actually following them. Anyhow, for this transaction, Julia’s business saw an 
increase of $8,000 in cash and an increase of $8,000 as owner’s investment in terms of common stock. Since both 
sides of the equation increased by $8,000, the equation is balanced. 

Key Takeaways: Transactions 

Every business transaction afects at least two accounts, some may afect three or more accounts. And, after each transaction is recorded, 
the accounting equation is always balanced. 

Now that Julia had money in the business, she needed some supplies. So, she purchased $500 of supplies for 
cash. Do note that accounting sometimes do not follow the exact rules of English. One would normally say she 
purchased supplies “with” cash, but please do not let the prepositions or words bother you. Since it said cash, that 
meant Julia paid $500 in cash in exchange for the supplies she purchased. So, her supplies account was zero but 
now is worth $500. Her cash account, on the other hand, was $8,000; but after the purchase, it is now $7,500. A 
running total is not needed at this point. This tabular form of presenting the material is more to provide a visual 
for you, so you can see: 

1. the efects of a transaction on the accounting equation 

2. the accounting equation is always in balance, and 

3. the balance can be achieved by: 

◦ increasing at least one account on both sides of the equation 

◦ decreasing at least one account on both sides of the equation 

◦ increasing and decreasing the same amounts on accounts on the same side of the equation 

To assist you in reviewing and understanding transaction analysis better, a video is provided for you in 
Blackboard under Module 2. Please view “Summary Video (2)” under Module 2. Learning the diferent 
components just takes practice and repetition! You can do it! 



  

 

1. Investment of cash by stockholders 

2. Purchase of equipment for cash 

3. Purchase of supplies on credit 

4. Services rendered for cash 

5. Purchase of advertising on credit 

1. assets (cash), owner's equity 
(capital) 

2. assets (equipment), assets (cash} 

3. assets (supplies}, liabilities 
(accounts payable} 

4. owner's equity (revenue}, assets 

5. owner's equity (expense), liabilities 
(accounts payable) 

1. 

2. 

3. 

4. 

5. 

Services rendered for cash and credit 

Payment of expenses 

Payment of accounts payable 

Receipt of cash on account 

Dividends paid 

1. owner's equity {revenue), assets 
(cash), assets (accounts receivable) 

2. assets {cash}, owner's equity 
(expenses) 

3. assets {cash), liabilities (accounts 
payab e) 

4. assets (cash), assets (accounts 
receivable) 

5. assets (cash), owner's equity 
(dividends) 
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Exercises: Transaction Analysis 

Which components of the accounting equation (assets, liabilities, owner’s equity) and what specifc accounts (cash, supplies, accounts 
payable) are afected by the following transactions? 

Answer: 

ELEMENTS OF THE FOUR FINANCIAL STATEMENTS 

Now that we have analyzed the transactions that afect a business using the tabular form and that you see 
the balance of each account, you are now ready to put these pieces of information into statement form to 
communicate with the users of your accounting information. The four fnancial statements discussed in this 
course are: 

1. Income Statement 



 
  

 

   

 

 

  
  

Julia Jansen, Hospitality Consultant 
Income Statement 

For Month Ended September 30, 20xx 

Revenues 

Service revenue $3,000 

Expenses 

Salary expense $800 

Rent expense 200 

Total expense 

Net income 

1,000 ~ 
$2,000 

Revenues and 
expenses yield 

income or loss 

15ACCOUNTING PRINCIPLES 

2. Retained Earnings Statement 

3. Balance Sheet 

4. Statement of Cash Flows 

These statements are to be prepared in this specifc order. Each will also start with a 3-line title to include the 
name of the business, the name of the statement, and the specifc date/or period covered. 

First, the Income Statement . The Income Statement is a “period” statement, covering a specifc period such as a 
week, a month, a quarter, or a year. It shows only revenues and expenses (and their components such as rooms 
revenue, wages expense, etc), resulting in either a net income or net loss. 

Examples: An Income Statement 

The Statement of Retained Earnings or the Retained Earnings Statement is also a “period” statement measuring 
the earnings, distribution, and the amount kept back in the business for the business to grow. It is also the easiest 
and shortest statement to compile. You will start with how much money was in the retained earnings account at 



  
  

 
  

 

 
  

  

Julia Jansen, Hospitality Consultant 
Retained Earnings Statement 

For Month Ended September 30, 20xx 

Retained Earnings, September 1 $ -0-

Add: Net income 2,000 

2,000 

Less: Dividends 

Retained Earnings, September 30 

$1,500 

$ 500 
/ 

Retained earnings summarizes 
how much money is "earned" 

and "kept" within the 
business 
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the beginning of the period, adding to it how much was earned (hopefully adding net income and not subtracting 
net loss), and the amount distributed or paid out to the owners/investors, resulting the total amount being kept 
within the business. In this particular example, since Julia just opened the business, there was no balance in the 
retained earnings at the beginning of September. She earned $2,000, paid $1,500 in dividends and kept $500 in 
the business. 

By now, you might have fgured out why the Income Statement has to be prepared frst. Without the net income 
or net loss from the Income Statement, you will not be able to complete the Statement of Retained Earnings. 

Examples: A Statement of Retained Earnings 

Unlike the previous two statements, the Balance Sheet is a “dated” statement. At the end of any accounting 
period, whatever that date may be, that will be the day you will compile for Balance Sheet. The Balance Sheet, as 
its name suggests, balances your accounting equation (A = L + OE), where total assets must equal total liabilities 



    

    
  

  

 

 

  

 
  

Julia Jansen, Hospitality Consultant 

Assets 

Cash 

Supplies 

$ 7,000 

500 

Equipment 4,000 

Total assets $11,500 

Balancing the 
accounting equation: 

A= L + OE 

Balance Sheet 
September 30, 20xx 

Liabilities and Stockholders' Equity 

Liabilities 

Accounts payable $ 3,000 

Stockholders' Equity 

Common stock 

Retained earnings 

Total liabilities & 

8,000 

500 

st ckholders' equity $11,500 

Three line 
Title 

17ACCOUNTING PRINCIPLES 

plus owner’s equity. There are two ways to show the accounts. The one included here, showing the accounts side 
by side is called the account form, where assets are on one side and liabilities and owners’ equity are on the other 
side. The second option is the report form where you will start listing all the assets and totaled them. And then 
below the total assets, you will list all the L+OE accounts. Regardless of methods, total assets should always equal 
to total liabilities and owners’ equity added together. You might also see that without the ending or new balance 
of the retained earnings account of $500, the assets WILL NOT balance to the total liabilities and owners’ equity. 
This is another reason why you will need to complete the Income Statement frst, then the Statement of Retained 
Earnings, and fnally the Balance Sheet. 

Examples: A Balance Sheet 

The Statement of Cash Flows, our fourth statement, is also a period statement. It measures how cash fows 
through your business, either through operating, investing, or fnancing activities. This will be covered in detail in 
Module 6. 

Obviously, the example of Julia Jansen used here only has 8 transactions and a handful of accounts. In real 
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life, you will have many more transactions and accounts, and thus the tabular form will not be the proper way to 
analyze your data. In the next module, you will learn more about individual accounts, journals, and ledgers, and 
how they are used to record information for a business. 



  

    
    

 

MODULE 3 

The Recording Process 

Learning Objectives 

1. Explain what an account is and how it helps in the recording process. 

2. Defne debits and credits and explain how they are used to record business transactions. 

3. Identify the basic steps in the recording process. 

4. Explain what a journal is and how it helps in the recording process. 

5. Explain what a ledger is and how it helps in the recording process. 

6. Explain what posting is and how it helps in the recording process. 

7. Prepare a trial balance and explain its purposes. 

AN ACCOUNT 

An account in an individual accounting record of increases and decreases in a specifc asset, liability or 
stockholders’ equity item. An account always has two sides – debit and credit. An account can be expressed as a 
“T-account”. The reason is that the letter T sort of divides any space into the left side and the right side, Therefore, 
in a T-account, the title or the name of the account is always written on the top of the T with the left side of the T 
being the debit and the right side of the T being the credit. 

19 



 

  
  

  
  

 
   

 

  
  

 

Debit 

Accou ·t 

Nlame 
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Thus, 

• Debit – Means “left”, often abbreviated “Dr.” 

• Credit – Means “right”, often abbreviated “Cr.” 

• In accounting – For every debit, there is credit! 

• Debits MUST equal Credits – and this is also known as the double-entry system. 

If at the end of any account analysis your debits do not equal to your credits, you know you have made a mistake! 

DEBITS AND CREDITS 

Debits and credits of accounts only mean the left sides and the right sides. It is the account itself, its type, that 
determines and defnes how debits and credits will afect the account. You often heard, my credit cards gives me 
a credit when I returned something. Or, when you are at a store and return something to that store, you get a 
credit. Please do not confuse what you normally know with accounting as they do have diferent meanings. 

A graduate of ours once shared this video she found on YouTube about debits and credits. It is sort of catchy 
and I hope you fnd that interesting. 

Recalling Debit is the left and Credit is the right, we will start with the accounting equation of A = L + OE and 
see how debiting and crediting accounts will afect them. Debit is not always adding or increasing and credit is 
not always subtracting or decreasing – it depends on the account. You may remember from Module 1 that the 
extended accounting equation looks like this: 

https://www.youtube.com/watch?v=j71Kmxv7smk


    
 

  

 
 

Assets = Liabilities+ o; er's Et ity 

+Ca pita I +Retained Earnings • +Revenues 
-Expenses 
-W1thdrawa s/ 

Dividends 

-
-

......,. E 

Dec as 
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So, let’s start with the frst account type – asset. For assets, debit means increase, and credit means 
decrease. Now, liabilities and OE are on the other side of the accounting equation. So, while assets behave one 
way, logic will dictate that liabilities and owner’s equity will behave the opposite as they are on the opposite side 
of the equation. Therefore, for liabilities and owner’s equity accounts, debit means decrease and credit means 
increase. 

Key Takeaways: Debits and Credits of A, L and OE 
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Please also notice from the diagram of the extended accounting equation that OE is made up of capital and 
retained earnings. And, retained earnings is further divided into revenues, expenses, and withdrawal/dividends. 
So how are all these accounts afected by debits and credits? If you look under owner’s equity, capital and 
revenues increase OE. If you earn more money in revenues, your OE increases; and if you invest more money 
in capital in your business, your OE increases as well. Thus, capital and revenues behave just as OE – debit to 
decrease, credit to increase. 

On the other hand, expenses and withdrawals or dividends decrease OE. Owner’s Equity or OE is your claim 
to your business. As you paid expenses, you have less money in the business and the claim to your business 
decreases. This is the same for withdrawals or dividends. When money is taken out of the business to pay to 
owners as withdrawals or dividends, the claim that the owners have to the business of course will be less. So, 
expenses and withdrawals or dividends go against OE – and thus they behave like assets, which are opposite to 
OE. Therefore, for expenses and withdrawals/dividends – debit to increase, credit to decrease. 

Key Takeaways: Debits and Credits for Capital, Revenues, Expenses and Dividends (Withdrawals) 

In summary, Assets, Withdrawals/dividends, and Expenses – increase with debit, decrease with credit. 
And, Liabilities, Revenues, and Capital – increase with credit, decrease with debit. 

People come up with diferent nemonic devices to help them to remember things. For this, AWE spell awe! 
While there are a lot of “AWEsome” places on a college campus, the most awesome place I can think of is your 
Learning Resource Center – LRC. So, if you remember AWE and LRC, you now know how to increase all the 
accounts! 

Let’s try this: 
For the AWEsome accounts (assets, withdrawals/dividends and expenses), we debit to increase. For the 

LRC accounts (liabilities, revenues, and capital), we credit to increase!! Guess what? You got it! To decrease 
them, you just do the opposite. So, for the AWEsome accounts (assets, withdrawals and expenses), we credit to 
decrease. For the LRC accounts, wedebit to decrease!! 
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Key Takeaways: Efects of Debits and Credits to ALL Accounts 

For example, in the Julia Jansen problem, when Julia invested $8,000 in the business, her cash account (an 
asset) increased by $8,000. An increase in asset is a debit. But we also learned that for every debit there is a 
corresponding credit, so while we debit cash, we should at the time credit common stock. And, crediting common 
stock is increasing common stock as common stock is an owner’s equity account. So, in this case, we complete 
the analysis of the transaction by debiting cash $8,000, crediting common stock $8,000. Let’s look at a few more 
examples. As you are practicing all these examples, you will also begin to learn more accounts, their names, their 
type (A, W, E, L, R, C). You will not use OE as much as you are now splitting OE in to Withdrawals/Dividends (W), 
Expenses (E), Revenues (R), and Capital or Common Stock (C). 

Examples: Debits and Credits – Transaction Analysis 

1. Jan 1 – Investment of $10,000 cash by owners as capital 

2. Jan 2 – Purchase $50 of ofce supplies 

3. Jan 2 – Bought food inventory of $450 on account 

4. Jan 2 – Purchase kitchen equipment of $5,000. Paid $1,000 in cash and obtain a note for the remainder 

5. Jan 3 – Paid monthly rent 

6. Jan 5 – Hired catering staf 

7. Jan 6 – Bought food inventory of $1,000 

8. Jan 7 – Catered frst event and received $2,000 
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9. Jan 15 – Catered an event and billed client for $1,500 

10. Jan 15 – Paid hourly catering staf $395 

11. Jan 25 – Received payment from the Jan 15 event 

12. Jan 31 – Owner withdrew $100 

For each of the above event, note the accounts that need to be debited and credited. 
Answer: 
1. Jan 1 – Investment of $10,000 cash by owners as capital 
(debit cash $10,000; credit capital $10,000) 
Cash, an asset, increased, therefore debit; capital, part of OE, increased, therefore credit 

2. Jan 2 – Purchase $50 of ofce supplies 
(debit ofce supplies $50; credit cash $50) 
Ofce supplies, an asset, increased, therefore debit; cash, an asset, decreased, therefore credit 

When it is not mentioned that things are purchased on credit, that means we paid cash 

3. Jan 2 – Bought food inventory of $450 on account 
(debit food inventory $450; credit accounts payable $450) 
Food inventory, an asset, increased, therefore debit; accounts payable, a liability, increased, therefore credit 

Accounts payable is what we owe and we need to pay back later, that is why it is called “payable”; accounts receivable on the other 
hand is what our customers owe us, and we will receive from them later, that is why it is called “receivable” 

4. Jan 2 – Purchase kitchen equipment of $5,000. Paid $1,000 in cash and obtain a note for the remainder 
(debit kitchen equipment $5,000; credit cash $1,000, credit notes payable $4,000) 
Kitchen equipment, an asset, increased, therefore debit; cash, an asset, decreased, therefore credit; and notes payable, a liability, 

increased, therefore credit. 
When we signed a note or obtained a note, this means we borrowed money from a fnancial institution, normally a bank. This is why 

when you borrow money to buy your car you call that your car “note”. And since we need to pay it back later, it is called “payable” – 
thus “notes payable” 

5. Jan 3 – Paid monthly rent of $750 
(debit rent expense $750; credit cash $750) 
Rent expense, an expense, increased, therefore debit; cash, an asset, decreased, therefore credit 

All expense accounts will have the word expense, such as wages expense, salary expense, rent expense, etc. And, when you pay for 
any expense, cash will decrease. Thus, in paying any expense with cash, the expense account (wages expense, rent expense, et.c) will 
always be debited, and cash will always be credited 

6. Jan 5 – Hired catering staf 
(This is NOT a transaction. You just hired the staf member and he or she has not worked yet) 

7. Jan 6 – Bought food inventory of $1,000 
(debit food inventory $1,000; credit cash $1,000) 
Food inventory, an asset, increased, therefore debit; cash, an asset, decreased, therefore credit 

As no credit was mentioned, cash is paid. You have more food, so food inventory, an asset, increased with debit. You have less cash, 
so cash, an asset, decreased, and therefore is a credit 
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8. Jan 7 – Catered frst event and received $2,000 
(debit cash $2,000; credit food revenues $2,000) 
Cash, an asset, increased, therefore debit; revenues, part of OE, increased, therefore credit 

Anytime you make a sale, you collect revenue and therefore revenue is always credited. The debit depends on if you are paid the 
same day or if you bill your client. In this one, you received cash, so you debit cash. If you did not received cash and you billed the 
client, then, the debit will go to accounts receivable 

9. Jan 15 – Catered an event and billed client for $1,500 
(debit accounts receivable $1,500; credit revenues $1,500) 
Accounts receivable, an asset, increased, therefore debit; revenues (part of OE), increased, therefore credit 

In this one, you did not receive the cash on the same day. So therefore you use the account called accounts receivable denoting 
that you will receive the money later. However, the credit is the same as #8. You have earned the revenue. According to the revenue 
recognition principle in Module 2, you recognize revenue when it is earned, not when it is collected in cash. So, you have to credit 
revenue. 

10. Jan 15 – Paid hourly catering staf $395 
(debit wages expense $395; credit cash $395) 
Wages expense, an expense, increased, therefore debit; cash, an asset, decreased, therefore credit 

All expense accounts will have the word expense, such as wages expense, salary expense, rent expense, etc. 

11. Jan 25 – Received payment from the Jan 15 event 
(debit cash $1,500; credit accounts receivable $1,500) 
Cash, an asset, increased, therefore debit; accounts receivable, an asset, decreased, therefore credit 

Now, you have collected what is owed to you; so you have more cash but you will now have less accounts receivable since the money 
has been collected and is not owed to you any longer 

12. Jan 31 – Owner withdrew $100 
(debit withdrawal $100; credit cash $100) 
Withdrawal, part of OE, increased, therefore debit; cash, an asset, decreased, therefore credit 

Anytime an owner takes money out from the business or a corporation, that is withdrawals or dividends. Thus, the withdrawals or 
dividends account increases, therefore the account is debited. Cash is paid out, so there is less cash, and therefore cash is credited 
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It is also important to note that how you increase an account is also known as the normal balance of the 
account. Therefore, the normal balance of assets, withdrawals/dividend, and expenses are DEBITS and the normal 
balance of liabilities, capital, and revenues are CREDITS. 

Key Takeaways: Normal Balances of Accounts 

JOURNALIZING 

After you have analyzed your transactions, you have completed Step 1 of the accounting cycle. The recording 
process of accounting takes care of Steps 2 and 3 of the accounting cycle which are journalizing and posting. 
Analyzing your transactions, determining the accounts afected, whether they should be debited or credited, what 
the amounts should be, are the difcult parts in accounting. Once the analysis is done in Step 1, everything from 
now on is simple logic. If you go step by step, you will not go wrong. 

Journalizing is the second step in accounting cycle. All this means is to put all the information from the analysis 
you have just completed into a JOURNAL. The journal is also called the original book of entry as this is the frst 
place where the accounting information is put onto paper and recorded. Journal entries are done chronologically. 
To journalize any transaction, you need to use the correct account titles and this process include: 

1. The date of the transaction – the date is always entered frst. And to be consistent, if you use Jan 1, then 
use Jan 2 or Jan 15 and not 1/2 or 1-15. 

2. Accounts & amounts to be debited/credited – always enter the debited account frst, fushed left to the 
margin; then enter the credited account, indented. If there are two debits and one credits, then entered 
both debited accounts frst, both fushed left to the margin before entering the credited account 

3. Brief explanation of the transaction 



 
  

  
  

  

 

  

 

General Journal 

Date Accounts & Description Reference Debit Credit 

1-Jan Cash 10,000 

Common Stock 10,000 

(Owner's investment) 

2-Jan Office suppl ies so 
Cash so 

(Bought office supplies with cash) 

2-Jan Food inventory 450 

Accounts payable 450 

(Bought food inventory on account) 

2-Jan Kitchen equipment 5,000 

Cash 1,000 

Notes payable 4,000 

(Bought kitchen equipment with cash 

and signed note) 

3-Jan Rent expense 750 

Cash 750 

(Paid rent) 
~ 
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For most transactions that involve two accounts, they are known as simple entries. For transactions that involve 
three or more accounts, they are known as compound entries. Some examples of journal entries that correspond 
with the transaction analysis above can be found below. Note that the Reference or “Ref” column is now empty 
and it should be as such until you complete the posting step. In other words, when this column is empty, it 
indicates that the information has not been posted to the ledger as yet. 

Examples: Journal Entry 

1. Jan 1 – Investment of $10,000 cash by owners as capital 

2. Jan 2 – Purchase $50 of ofce supplies 

3. Jan 2 – Bought food inventory of $450 on account 

4. Jan 2 – Purchase kitchen equipment of $5,000. Paid $1,000 in cash and obtain a note for the remainder 

5. Jan 3 – Paid monthly rent 
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POSTING 

After the transactions have been entered in the journal, the next step in the accounting cycle is posting. Posting 
means transferring the information from the journal to the ledger. The ledger or the general ledger contains all 
the accounts, meaning all the assets, liabilities, and stockholders’ equity accounts (A, L, C, W, R, E). 

You may wonder why this is needed since we just recorded everything. Think about this – all we have now are 
all our transactions, all debits and credits, in a chronological order. This is very good in that if you want to know 
what happened on a certain day, as you can go to that specifc date in the journal and you will fnd the answer. 
But if you want to know if you have paid an invoice, or if a client has paid you, or if you have paid your employees, 
and you do not know the date, this can be difcult. What if you want to know exactly how much cash you have in 
the business? What are you to do? Would you go and fnd all the journal entries that have cash and then add and 
subtract all of them? There has to be a better way – hence posting! 

Again, posting is simply transferring the information from the journal to the ledger. And, the ledger is a list of 
all your accounts in a certain order – A, L, C, W, R, E. By the way, this is also the order the accounts appear on a 
trial balance (next step of the accounting cycle) and the balance sheet. So, what is included in posting? In posting 
you are taking the information piece by piece and place them in each account in the ledger. The accounts in the 
ledger follows the order of what is called a “chart of accounts”. Each business will set up its own chart of accounts 
depending on what accounts are used in that business. A small business may only have a hundred or so accounts 
and a multi-national hotel company may have thousands of accounts. However, all accounts can be classifed into 
either A, L, C, W, R, or E. All accounts will also have an account number to keep things in order. As such, most 
assets start with “1”, liabilities with “2”, capital and withdrawals/dividends as “3”, revenues as “4” and sometimes 
“5”, and expenses are normally “6” through “9”. The account numbers may be 3 or 4 digits. Since each business 
uses diferent numbers, you don’t need to worry about memorizing the numbers given here. But, do note the frst 
number of each group of account. Below is a sample chart of accounts. 
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Examples: Chart of Accounts 

On the left side of the account name, there will be a 3 or 4 or 5 digit number (depending on the business), which is called the reference 
number (a way to fnd/identify/classify your accounts). 

Assets (reference numbers start with “1”; listed in order of liquidity) 
101 Cash 
104 Accounts Receivable 
107 Supplies 
109 Inventories 
110 Prepaid Insurance 
111 Prepaid Rent 
112 Furniture 
115 Ofce Equipment 
116 Accumulated Depreciation (contra asset) 

Liabilities (reference number starts with “2”) 
203 Notes Payable 
204 Accounts Payable 
206 Current portion of long term debt 
207 Unearned Revenue 
208 Salaries Payable 
210 Interest Payable 
258 Taxes Payable 

Stockholders’ Equity (reference number starts with “3”) 
304 Common Stock 
315 Retained Earnings 
317 Dividends 
319 Income Summary (you will see this in Module 5) 

Revenues (reference number starts with “4”) 
400 Service Revenue 
408 Food Revenue 
412 Beverage Revenue 
416 Spa Revenue 
421 Golf Course Revenue 

Expenses (reference for labor cost/expense generally starts with “6”; all other start 
with “7”/”8”/”9”) 

605 Salary expense 
609 Wages expense 
619 Employee benefts 
704 Depreciation expense 
733 Insurance expense 
735 Utilities expense 
741 Rent expense 
756 Interest expense 
784 Internet expense 
800 Cost of food sold 
801 Cost of beverage sold 

Using T-accounts, the fve journal entries are now posted in the accounts in the ledger. The steps for posting 
are as follow: 

1. transfer the date to the ledger accounts 

2. transfer the amounts, debit or credit to the ledger accounts 

3. transfer the corresponding ledger account numbers back to the reference column of the journal 

4. calculate the totals of each account 



 
 

General Journal 

Date Accounts & Description Reference Debit Credit 

1-Jan Cash 10,000 

Common Stock 10,000 

(Owner 's inve.stment) 

2-Jan Office supplies 50 

Cash 50 

(Bought office supplies with cash) 

2-Jan Food inventory 450 

Accounts payable 450 

(Bought food inventory on account) 

2-Jan Kitchen equipment 5,000 

Cash 1,000 

Notes payable 4,000 

(Bought kitchen equipment with cash 

and signed note) 

3-Jan Rent expense 750 

Cash 750 

(Paid rent) 
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Examples: Posting 

Journal entries complete. Next step – posting. 



General Journal 

Date Accounts & Description Reference Debit Credit 

1-.lan Cash 101 10,000 

Common Stock 301 10,000 

(Owner 's investment) 

2-.lan Office supplies 50 

Cash 50 

(Bought office supplies with cash) 

2-.lan Food inventory 450 

Accounts payable 450 

(Bought food inventory on account) 

2-.lan Kitchen equipment 5,000 

Cash 1,000 

Notes payable 4,000 

(Bought kitchen equipment with cash 

and signed note) 

3-.lan Rent expense 750 

Cash 750 

(Paid rent) 

i 
Cash 101 Accounts payable 201 

1-Jan 10,000 

T f 

Office supplies 103 Notes payable 210 

I t 

I 1 

Food inventory 105 Common stock 301 

I 10,000 1-Jan 

I 

I I 

Kitchen equip. 108 Rent expense 505 

I t 
I 
- -
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Posting dates and amounts with debit to cash, credit to common stock. Account numbers are then transferred to the reference column of 
the journal. 



General Journal 

Date Accoun t s & De.scription Reference Debit Credit 

1-Jan Cash 101 10,000 

Common Stock 301 10,000 

(Owner 's invest ment ) 

2-Jan Office supplies 103 50 

Cash 101 50 

(Bought office supplie .s with cash) 

2-Jan Food invent ory 450 

Accounts payable 450 

(Bought food inventory on account) 

2-Jan Kitchen equipmen t 5,000 

Cash 1,000 

Notes payable 4,000 

(Bought kitchen equipment with cash 

and signed not e) 

3-Jan Rent expense 750 

Cash 750 

(Paid rent) 

l 
Cash 101 Accounts payable 201 

1-Jan 10,000 50 2-Jan 

I 

( t 
Office supplies 103 Notes payable 210 

2-Jan 50 

I 

f Food inventory 105 Common stock 301 

f 
10,000 1-Jan 

Kitchen equip. 108 Rent expense 505 

f 
I 
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Posting dates and amounts with debit to ofce supplies, credit to cash. Account numbers are then transferred to the reference column of 
the journal. 



General Journal 

Date Accounts & Description Reference Debit Credit 

1-Jan Cash 101 10,000 

Common Stock 301 10,000 

(Owner 's investment) 

2-Jan Office supplies 103 50 
Cash 101 50 

(Bought office supplies with cash) 
2-Jan Food inventory 105 450 

Accounts payable 201 450 

(Bought food inventory on account) 
2-Jan Kitchen equipment 108 5,000 

Cash 101 1,000 

Notes payable 210 4,000 

(Bought kitchen equipment with cash 

and signed note) 

3-Jan Rent expense 505 750 
Cash 101 750 

(Paid rent) 

Cash 101 Accounts payable 201 

1-Jan 10,000 50 2-Jan 450 2-Jan 
1,000 2-Jan 

750 3-Jan 

Bal. 8,200 450 Bal. 

f 
Office supplies 103 Notes payable 210 

2-Jan 50 4,000 2-Jan 

f 
Bal. 50 l 4,000 Bal. 

Food inventory 105 Common stock 301 

2-Jan 450 10,000 1-Jan 

f 
Bal. 450 l 10,000 Bal. 

Kitchen equip. 108 Rent expense 505 

2-Jan 5,000 3-Jan 750 

f 
Bal. 5,000 I Bal. 750 

33 THE RECORDING PROCESS 

Posting complete with reference column in the journal all flled in and each account in the ledger has a balance. 



  

  
 

 

 

 

Juli.a Jans,en, Hospitality Consultant 

Tri.al Bal.anoe 

January 31, 20xx 

Debit Credit 

Cash $ 8,200 

Offk •e Supplies 50 

F,ood Inventory 450 

Kitchen Equipment 5,000 

A-c•c•ounts P.ay.abl,e $ 450 

Not ,es Pay.able 4,000 

Common St,ock 10,000 

Rent Expense 750 

$ 14,450 $ 14,450 

+ 
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THE TRIAL BALANCE 

After all the postings are complete, each account will have its updated balance. This is the time to pause, where 
you will make sure that all debits and credits are correct, before we move on to the. Thus, Step 4 of the accounting 
cycle, after posting, is the trial balance. Below are the characteristics and uses of a trial balance: 

• To list all accounts and their respective balances at a specifc date 

• Always in order of assets (in order of liquidity), liabilities, capital, withdrawals/dividends, revenues, and 
expenses 

• Dollar signs go on the frst of each debit and credit & by each total/answer 

• The trial balance, like the balance sheet, is a dated statement, reporting the balances of each account on 
a specifc date 

• Just like any statement, it also has a three-line title 

• Is used to prove/check/verify that the total debits equal total credits after posting 

• Limitations – Have all the transactions been recorded? Was the debt and/or credit posted to the wrong 
account? – Thus a trial balance DOES NOT eliminate all mistakes. 

Examples: A Trial Balance 

To continue the example we used earlier, if those 5 transactions were the only transactions happened in January, then on January 31, the 
trial balance will be as follow: 



    

 

             

         

         

         

      

      

      

Date Accounts Ref Debit Credit 
1-Jan Cash 101 57,000 

Common Stock 301 57,000 
(owner investment) 

8-Jan Food Inventory 106 6,300 
Accounts Payable 201 6,300 

(purchased food on account) 
9-Jan Utilities Expense 710 4,200 

Cash 101 4,200 
(paid utilities) 

13-Jan Cash 101 8,000 
Food Revenue 401 8,000 

(received cash for catering an event) 
27-Jan Wages Expense 700 7,600 

Cash 101 7,600 
(paid employee wages) 

31-Jan Accounts Payable 201 2,205 
Cash 101 2,205 

(paid Sysco) 
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Take some time to watch the summary videos posted on Blackboard under Module 3. They go over journalizing, 
posting, and the trial balance again in the previous sections. They are defnitely very helpful as a review! Then try 
your hands on this example below. 

Examples: Journalizing, Posting, Trial Balance 

Jackson just opened his frst restaurant, Jumpin’ Jamaican. During the frst month of operations of the business, the following events and transactions occurred: 

◦ January 1 Invested $57,000 cash in exchange for common stock 

◦ January 8 Purchased $6,300 of food on account from Sysco 

◦ January 9 Paid utilities of $4,200 for the month 

◦ January 13 Received $8,000 in for catering an event 

◦ January 27 Paid employee wages of $7,600 for the month 

◦ January 31 Paid 35% of balance due to Sysco 

The company uses the following chart of accounts: No.101 Cash, No.106 Food Inventory, No.201 Accounts Payable, No.301 Common Stock, No.401 Food Revenue, 
No.700 Wages Expense, and No.710 Utilities Expense. 

1. Journalize the transactions 

2. Post to the ledger accounts 

3. Prepare a trial balance on January 31 

Answer: 

1. Journalize the transactions 



    

        

Cash 101 Food Inv 

57,000 4,200 6,300 
8,000 7,600 

2,205 6,300 

50,995 

Common Stk 301 Food Rev 

Utilities Exp 

4,200 

4,200 

57,000 

57,000 

710 

Cash 

J _1mp in' Jama 1iam 

T riiiai B.a lla1 -ce 
Ja11uary 31, 20XX 

Food lrwe nto ry 

Acco~ ts P yaib 11 

Common Stock 

Food Revenue 

Wages .xpense 
lh ilutie_:_. Expense 

106 A/P 
2,205 

401 Wages Exp 

8,000 7,600 

8,000 7,600 

Deb it C!ire dirt 

$50,,995 
6,,300 

$4.,095 
57,000 

,,0 0 

201 
6,300 

4,095 

700 
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2. Post to the ledger accounts 

3. Prepare a trial balance on January 31 



  

  
  

  
  

  

 
  

 
  

    

  

 

MODULE 4 

Adjusting the Accounts 

Learning Objectives 

1. Explain the time period assumption. 

2. Explain the accrual basis of accounting. 

3. Explain why adjusting entries are needed. 

4. Identify the major types of adjusting entries. 

5. Prepare adjusting entries for prepayments. 

6. Prepare adjusting entries for accruals. 

7. Describe the nature and the purpose of the adjusted trial balance 

TIME PERIOD ASSUMPTION, ACCRUAL BASIS OF ACCOUNTING, AND 
ADJUSTMENTS 

In Module 2, we learned one of the guidelines in GAAP is the time period assumption where accountants divide 
the economic life of a business into artifcial time periods such as months, quarters, etc. In real life, however, not 
everything is neatly packaged by the same time period we used for accounting. One good example is that when 
you work as a part-time hospitality associate, you are paid normally every two weeks on a certain day. And, most 
of the time, it is every other Friday. Yet, the Fridays are not normally the end of the month such as March 31 or 
June 30. So, how would the business you work for account for their payroll cost, how much do they owe you, and 
how much should they pay you? 

At the same time, what we study here, and also according to GAAP, is the accrual basis of accounting. Accrual 
basis goes hand in hand with the revenue recognition and also the matching principle in that revenue is recorded 
when it is earned (not when the business receives the cash) and expense is recorded when occurred (not when 
the business pays). On the other hand, there is cash basis of accounting where accounting work is only done or 
recorded when cash changes hand. This of course violates GAAP! Yet, for very small businesses, they may operate 
on a cash basis of accounting and then give all the details to a certifed public accountant to help them “sort things 
out”. In all the major restaurants, clubs, hotels, and other hospitality operations that you work with, unless they 
are very small businesses, they all abide by the accrual basis of accounting. 
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Therefore, adjusting entries make it possible to report the appropriate assets, liabilities, owners’ equity, revenue 
& expenses in the proper accounting period. Again, adjustments or adjusting entries are needed because: 

• Some events are journalized because it is inexpedient to do so like the consumption of food inventory. 
You wouldn’t want to adjust the amount of inventory you have on hand after every single time a 
hamburger is served at your restaurant. Think about this – if you do, how much would you adjust? One 
bun, 8 oz of beef, 1 slice of cheese, 1 slice of 4X5 tomato, 1 piece of green leaf lettuce, and 1/2 ounce of 
mayonnaise? The list can go on and on and this is simply not practical. 

• Some costs expire with the passage of time rather than a distinct event, like insurance or rent. On a 
personal basis, your car insurance is normally renewed every 6 months and you prepaid that insurance 
before the insurance takes into efect. And, every month as time passes, the worth of your 6-month 
insurance will decrease. Again, you do not adjust for your own car insurance every mile your drive your 
car. So, it will be impractical for a hotel, restaurant, or other hospitality businesses to recognize the 
insurance they spend on their delivery van, etc. as soon as they take a certain drive. Thus, adjustment is 
needed. 

• Some items may be unrecorded such as a utility service bill. Expenses such as utilities, you used up the 
resources frst and then the water, gas, or electricity providers will look at your usage and then bill you. 
So, these are items that you have used but you have not paid for as yet. 

If adjustments are needed, when do we do them? You are to perform adjustments every time fnancial 
statements are prepared! If not, the numbers you use to prepare the fnancial statements will not be correct! 

Key Takeaways: When to Perform Adjustments 

You are to perform adjustments every time fnancial statements are prepared! 

THE FOUR THINGS WE ADJUST 

There are 4 categories of adjustments what you will need to know to perform right before you prepare your 
fnancial statements so that the fgures you use will be correct. These 4 categories are divided into 2 main parts: 
prepaids and accruals. 

PREPAIDS 

Prepaids are money that either you have paid your vendors or that your clients have paid you “before” any service 
is performed or products are sold. 

1. Prepaid expenses – these are expenses that you paid to your vendors in cash and are recorded as assets 
before they are used/consumed (e.g. prepaid insurance, food/beverage inventory, rent, delivery car) 

2. Unearned revenues – these are revenues that your clients prepaid you frst; you received the cash but 
you have not yet performed the work to merit the cash received. You will perform the work later and 
therefore you will record an unearned revenue as a liability – something that you owe and you will 



 

 

 
  

 

 

Prepaids 

Prepaid 
Expenses 

Unearned 
Revenues, 

Accruals 

Accrued 
Expenses 

Accrued 
Revenues 

-
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perform the services or provide the products to earn them later (e.g. deposit for an event, airline tickets, 
gift cards) 

ACCRUALS 

Accruals are expenses or revenues where the services are used or provided or products have been consumed but 
no cash has been received nor that the events recorded in the books of the business 

1. Accrued expenses – these are expenses you have used or incurred but you have not yet paid in cash nor 
have you recorded them in your books (e.g. utilities) 

2. Accrued revenues – these are revenues you have earned but not yet received in cash or recorded them 
in your books 

Let’s take a look at each of these and also some examples. 

Key Takeaways: What to Adjust? 

ADJUSTING ENTRIES FOR PREPAYMENTS 

PREPAID EXPENSES 

These are expenses that you paid already in cash and are recorded as assets before they are used/consumed (e.g. 
prepaid insurance, food/beverage inventory, rent, delivery car). These prepaids expires within the passage of time 
OR through use/consumption. 

◦ When we pay (in the beginning): 

▪ Debit the prepaid item (asset) 



 

  

 

 

 
 

  
  

    
  

 

  

 

 

 

    
   

 

Your restaurant has prepaid rent for six months at a 
total of $18,000. Please adjust the rent for this 
current month 

18,000/6 = 3,000 

Rent Expense 

Prepaid Rent 

(record rent for current month) 

3,000 

3,000 
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▪ Credit cash 

◦ When we adjust (at the end of the accounting period): 

▪ Debit the item expense 

▪ Credit the prepaid item (asset) 

While regular prepaids are mostly for short-term or current assets, depreciation expense is a form of prepaids 
but for long-term assets. It recognizes the cost of a long-term asset (lasts more than 1 year) as it expires during its 
useful life (ex- building, equipment, furniture, cars). If you recall the Cost Principle from Modules 1&2, we are to 
keep the historical cost we paid for an asset (e, g., the van a hotel uses to transport guests to and from the airport) 
on the balance sheet. However, one knows that the value of the van always decreases. Thus, depreciation is used 
to reduce to the value of this asset. Depreciation is always an estimate. 

There are a number of ways to estimate depreciation and the method we will learn here is called straight line 
method (to measure depreciation). The formula to estimate depreciation using the straight line method is: 

Depreciation expense = (cost-salvage value)/estimated useful life. 
We will then use a contra asset account know as “accumulated depreciation”, to ofset against an asset account 

on the balance sheet so we will not violate the cost principle, to do the adjustment. Thus a depreciation 
adjustment will be to: 

▪ Debit depreciation expense~ name of asset (at the end of the accounting period) 

▪ Credit accumulated depreciation~ name of asset (at the end of the accounting 
period) 

If we do not make an adjustment for prepaids, we will be saying that we have not used up any of our 
assets, and thus overstating our assets. At the same time, we will also be saying that we do not have any 
expenses, thus understating our expenses. Both are incorrect – and thus adjustment is needed. 

Examples: Prepaid Rent and Depreciation 

Adjusting for Prepaid Rent used. 



 

 

    
  

  
  

    
  

 

 

 

  

 

 

 

  
  

 
 
 

Your delivery vehicle was purchased 2 years ago at $48,000 with 
an estimated useful life of four years with no salvage value. 
Please adjust for depreciation for this current month of Feb, 20xx 

48,000/48 months= 1,000 per month 

Depreciation Expense - delivery truck 1,000 

Accumulated Depreciation - delivery truck 1,000 

(record depreciation for Feb) 
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Adjusting for Depreciation. 

UNEARNED REVENUES 

As mentioned, these are revenues that your clients prepaid you frst. Thus, this is also a for of prepaid – you 
received the cash but you have not done the work to merit the cash received. You will perform the work later 
and therefore you will recorded an unearned revenue as a liability when you receive the deposit (e.g. deposit 
for an event, airline tickets, gift cards). Revenue is then earned when we fulfll our commitment to the customer 
by providing them said good or service. So, when you were frst paid this deposit, you cash increased but your 
liability (unearned revenue) also increased. And, increasing a liability is a credit. When you fnally performed 
the service, you will now cancel this liability or debt that you owe by debiting unearned revenue. And, since you 
have performed the service, you have earned the money, so you will increase your revenue account by crediting 
revenue. 

▪ When they pay (in the beginning) 

▪ Debit cash 

▪ Credit unearned revenues 

▪ When we adjust (at the end of the accounting period) 

▪ Debit unearned revenues 

▪ Credit revenue 

If we do not make an adjustment for unearned revenues, we will be saying that we never earned the 
revenue that was prepaid to us before, thus understating our revenue. At the same time, we will also be 
stating we still owe our client the product or service, thus overstating our liabilities. Both are incorrect – 
and thus adjustment is needed. 



  
  

 

  

 

            

 

 

            

 

 

           

 

  
  

 
 

The Smiths paid your caterin~ company $5,000 in December for the 
labor to serve their Valentines Day wedding. The wedding took place 
yesterday 2/14/2016. What should be your adjusting entry ? 

Unearned Revenue 

Service Revenue 

(record service revenue earned) 

5,000 

5,000 

What if it is food revenue and you are the hotel that provided the 
food? 

Unearned Revenue 

Food Revenue 

(record food revenue earned) 

5,000 

5,000 
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Examples: Wedding Deposit 

Adjusting for Unearned Revenue 

ADJUSTING ENTRIES FOR ACCRUALS 

Accrued expenses are expenses you have used or incurred but you have not yet paid in cash nor have you 
recorded them in your books (e.g. utilities). In other words, you have used something (thus expenses) but you 
have not paid for it, so you owe (thus liabilities). Following the matching principle where we are supposed to 
match the revenues and expenses of the same period, we need to adjust for these expenses. 

▪ When we adjust (at the end of the accounting period) 

▪ Debit __xx___ expense 

▪ Credit __xx___ payable 

▪ If it is utilities, then it will be 

▪ Debit Utilities Expenses 

▪ Credit Utilities Payable 

▪ If it is wages that we owe our employees, then it will be 

▪ Debit Wages Expenses 

▪ Credit Wages Payable 

If we do not make an adjustment for accrual expenses, we will be saying that we never had that 
expenses thus understating our expenses. At the same time, we will also be stating that we do not 
owe someone that money, thus understating our liabilities. Both are incorrect – and thus adjustment is 
needed. 



 

 
  

  
  

 

The last payroll date was Feb 20, and there are 28 days in Feb. 
The next payroll date is not till March 6. If you have 10 hourly 
employees, each earning $200 per day and they all work 
Saturday and Sundays as well, what is the adjustment that you 
will need to make at the end of Feb to recognize payroll? 

Feb 21-28 = 8 days 

8 days X 10 employees X $200 per day = $16,000 

Wages Expenses 16,000 

Wages Payable 16,000 

(record wages for Feb) 

Your restaurant issues paychecks every two weeks. The last payroll 
date was April 22, and the next is on May 5. You have 8 hourly 
employees, each earning $200/day. With the increasing amount of 
business, your staff will be working Saturdays and Sundays for the 
next few weeks. What is the adjustment that you will need to make 
at the end of April to recognize payroll? 

April 23 to 30 = 8 days 

8 days X 8 employees X $200 per day= $12,800 

Wages Expenses 12,800 

Wages Payable 12,800 

(record wages for April) 
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Examples: Accrual Expenses – We OWE 

Accrued Payroll – Example 1 

Accrual Payroll – Example 2 

ACCRUED REVENUES 

Accrued revenues are revenues you have earned but not yet received in cash or recorded them in your books. 
This means no prior entry has been made. Your company could have earned some interest, or commissions, 
or fees; but none of these revenues were booked. Sometimes, these could be regular rooms revenue due to a 
contract that is not adjusted at the end of the accounting period. Thus, we have to bill such revenues by debiting 
accounts receivable and crediting the revenue account to show that we have earned the money but have not been 
paid and will receive the money later. 



 

 

 

 

  

  
 

  
  

   
  

  

This is when we have provided goods or services to our 
customers/clients but we have not billed them . No prior entry 
has been made. E.g. interest revenue, rent revenue, 
commissions and fees 

According to the Revenue Recognition Principle , we get to 
recognize revenue when EARNED, regardless of when cash is 
collected e.g. interest expense, taxes, salaries 

To adjust: 

Accounts Receivable 

Revenue 

(record revenue accrued) 

XXX 

XXX 
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• When we adjust (at the end of the accounting period) 

▪ Debit accounts receivable 

▪ Credit revenue 

If we do not make an adjustment for accrued revenue, we will be saying 
that we never earned the revenue thus understating our revenue. At the 
same time, we will also be stating that someone did not owe us that money, 
thus understating our assets in terms of accounts receivable. Both are 
incorrect – and thus adjustment is needed. 

Examples: Accrual Revenues 

Adjusting for Accrued Revenue 

Key Takeaways: How Adjustments Afect the Income Statement and Balance Sheet 

Please note that each adjusting entry will afect a balance sheet account & an income statement account.Please note that each adjusting entry will afect a balance sheet account & an income statement account. 

THE ADJUSTED TRIAL BALANCE 

In Step 5 of the accounting cycle, we perform all the adjustments. After all the adjustments are made, we will then 
do Step 6, the adjusted trial balance. This is not any diferent from the regular trial balance in Step 4, except that 
now we have more accounts added and that all events are included so the numbers that we will use to prepare 
the fnancial statements are the correct numbers. Thus, the adjusted trial balance is prepared after ALL adjusting 
journal entries have been journalized to the general journal and transferred to all the ledger accounts. Like the 
UNADJUSTED or regular trial balance, it proves the equality of total debits and credits. And, now, the account 
balances from the general ledger contain the data needed to complete all the fnancial statements. 
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Exercises: Examples on Adjustments with Answers – For You to Practice 

For each question, indicate: 

• what type of adjustment it is?what type of adjustment it is? 

• what are the efect of the account balances before adjustment (i.e. if you do not make the adjustment)? andwhat are the efect of the account balances before adjustment (i.e. if you do not make the adjustment)? and 

• what should be your adjusting entry at the end of the month?what should be your adjusting entry at the end of the month? 

1. Your restaurant does food inventory at the beginning of the month and starts of with $8,600 worth of food. Throughout 
the month, you purchase $29,850 worth of food inventory. At the end of the month, you do inventory again and count 
$9,320 worth of food inventory. 

Type: Prepaid expense 
Efect on accounts before the adjustments: assets overstated, expenses understated 
Adjustment: 

Food cost 29,130 
Food inventory 29,130 

How to Calculate: (8,600+29,850)-9,320= 29,130 

2. You borrow some money from a bank and sign a $7,200, three-month note payable on October 1, 20XX. The note 
requires interest at an annual rate of 24% and the entire interest is due at maturity. What is your adjusting entry to 
“accrue” for interest expense on October 31 after 1 month of this loan? 

Type: Accrued expense 
Efect on accounts before the adjustments: expenses understated, liabilities understated 
Adjustment: 

Interest expense 144 
Interest payable 144 

How to Calculate: 2% interest per month (24%÷12 months) $7,200 x 2%= 144 

3. In March, your catering company agrees to cater a wedding in June, and the couple gives you a $6,500 deposit in March 
to ensure your business. 

Type: Unearned revenues 
Efect on accounts before the adjustments: liabilities overstated, revenues understated 
Adjustment: 

Unearned revenue 6,500 
Food revenue 6,500 

How to Calculate: Given in question 
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4. Performed services for spa clients. On August 31, $4,400 of such services was earned but not yet billed to the clients. 

Type: Accrued revenues 
Efect on accounts before the adjustments: assets understated, revenues understated 
Adjustment: 

Accounts receivable 4,400 
Revenue 4,400 

How to Calculate: Given in question 

5. You purchased kitchen equipment for $22,000 with an estimated useful life of 3 years and a salvage value of $4,000. 

Type: Prepaid expense – Depreciation of long term asset 
Efect on accounts before the adjustments: assets overstated, expenses understated 
Adjustment: 

Depreciation expense- kitchen equipment 500 
Accumulated dep. – kitchen equipment. 500 

How to Calculate: $22,000-$4,000=$18,000 $18,000 ÷ 36 months = $500 per month 



  

    
    

  

 
  

  
  

  

  
 

  
  

  

 

 

MODULE 5 

Completion of the Accounting Cycle 

Learning Objectives 

1. Prepare a worksheet. 

2. Explain the process of closing the books. 

3. Describe the content and the purpose of a post-closing trial balance. 

4. Explain the approaches to preparing correcting entries. 

THE WORKSHEET 

The worksheet is a multiple-column form that may be used in the adjustment process and in preparing fnancial 
statements. It is NOT a permanent accounting record, journal nor ledger. It is also NOT part of the accounting 
cycle. But it IS a very good working tool for an accountant. It organizes all the fnancial data for you at the end of 
an accounting period and also shows if you have a proft or loss. So, it is used by accountants though it is not a 
report distributed to other users for decision making purposes. 

A worksheet has fve sets of columns of debits and credits. They are the Trial Balance, Adjustments, Adjusted 
Trial Balance, Income Statement, and Balance Sheet. The accounts are also listed in the proper order of A, L, 
C, W, R, and E. In the example below, you can see that the accounts are listed in that order. In addition, other 
accounts, as needed can also be added to a worksheet in the bottom part. When a worksheet is completed for 
one accounting cycle, the accounts (old and newly added) will be place in the right order, ready for the worksheet 
for the next month. So, this in the example, you can see that four new accounts are added for this month. 

To prepare a worksheet, you will start will the Trial Balance. From previous modules, you may recall that the 
trial balance is a list of accounts and their balances (debits or credits) on a specifc date in the order of A, L, C, W, 
R, and E. Thus, to complete this column, you will simply enter the balances of each account here, in the correct 
order of A, L, C, W, R, and E, and total the debit and credit columns. 

Then, the debits and credits of each of the adjusting entries will now be placed in the Adjustments columns, and 
totaled. 
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Once the adjustments are entered, you can now completed the Adjusted Trial Balance Columns by adding 
and subtracting the debits and credits of each account. In the example, the frst account is cash. There is no 
adjustments to the cash account – there will NEVER be any. Think this way – adjustments are prepaids and 
accruals. If they are prepaids, cash has changed hands before, so there will not be any adjustments regarding the 
cash account. And, if the adjustments are accruals, the cash has not changed hands as yet, so again there will not 
be any adjustments regarding the cash account. So, remember, the cash account is never used in adjustments, 
and thus the balance in the trial balance should be the same as the balance in the adjusted trial balance. 

Key Takeaways: Cash and Adjustments 

The cash account is NEVER used in adjustments. 

The second account in the example is accounts receivable. Here, we had a debit balance from the trial balance 
as $2,450. There is also an adjustment made to this account of a debit of $1,800. If they are both debits, or they 
are both credits, we should add them together. In this case, a total of $4,250 is now placed in the debit column of 
the adjustment trial balance. 

If for you some reason the balance in the trial balance is a debit, but the adjustment is a credit entry, then you 
will subtract the two and place the balance in the adjusted trial balance column accordingly. In the example below, 
supplies started with a debit balance of $1,260. However, $760 was used and therefore the account is credited to 
decrease the amount used. This therefore results in a new balance of $500 ($1,260- $760) in the balance column 
of the adjusted trial balance. You will do that for every account until all the new balances are calculated, and then 
you totaled the two columns. If your work is correct, then the debits should again equal to the credits. 

Now that you have the correct numbers in the adjusted trial balance columns, the last two columns should be 
simple, because you are simply relocating each of the balance in the adjusted trial balance columns to either the 
Income Statement columns or the Balance Sheet columns. Again, you may recall, of all the accounts A, L, C, W, 
R, and E, the accounts for the Income Statement are only R and E – Revenues and Expenses. You may also recall 
that revenues have credit balances and expenses have debit balances. So, when you relocate the balances from 
the adjusted trial balance columns to the income statement columns, be extra careful and place the balances in 
the proper columns. Another hint is that since most of the accounts are in the order of A, L, C, W, R, and E, you can 
identify the R and E very easily as they are at the bottom of the list. However, DO NOT forget the new accounts 
that you just added for in the adjustments columns. 

Using the same logic, now transfer the balances of the rest of the accounts (A, L, C, and W) to the Balance Sheet 
columns, then totaled the columns. 

You will fnd that the debits and credits of the Income Statement columns and the Balance Sheet columns do 
not match? Why? Did we do something wrong? No, you are good! In fact, you want them not to be the same and 
you want the credit total of the Income Statement to be greater than the debit total; and for the Balance sheet, 
you want the opposite, that the debit total of the Balance Sheet to be greater than the credit total. 

Well, why are you in business? To make a proft, right? If you look at the Income Statement columns and the 
accounts, the credit total is the total of all the revenues and the debit total is the total of all the expenses! So 



  
    

 

 
  

 
  

   
  

 

Tnial Balanoo Adj LJSt mem:s Adj LJSte-d Tria I Ba la llOO Income Statement Baiaoce Sooet 

Accolilnts 1D1r (lr 

Ca:sh 1-3,828 

Ac:oount:s reooival:lle 2.,450 

Supplies 1,2.60 

!>re-paid lnsuranoo 2.,000 

Equipment ,33,,000 

Ac:oount:s payal:lle 9,000 

Interest paya l:lle, 14,3,w 

Common Stock 2.0,000 

Dividends 800 

Servioo re-vecnue:s 15,478 

Salanie:s Expenses 4,500 

Insurance Expense 

Rent expt:!-nse 1,000 

58,838 58,838 
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of course you want your revenues to be more than the expenses! For the Balance Sheet, where do you fnd the 
capital account or retained earnings? They are credit balance accounts. And, if you recall from Module 2 when we 
looked at the Statement of Retained Earnings, we add the net income we make to the Retained Earnings account. 
Therefore, if a business makes money, the net income will be added to the “credit” side and thus for now, before 
we fgure out the net income or net loss, the totals of the debits and credits of the Income Statement and Balance 
Sheet do not balance out! 

Take a look at the last worksheet (the completed one). If you see the balancing number on the outsides (debit 
for the income stmt. & credit for the balance sheet), this mean you make money and you have a net income. 
If unfortunately you balancing number is on the inside (credit for the income stmt. & debit for the balance 
sheet), then you have a net loss. In our example, the total revenues are $17,278, and total expenses are $7,410. 
Therefore, the net income is $9,868. The diference in the Balance Sheet columns should also be the same so that 
you can place the $9,868 in the credit column of the Balance Sheet for it to be added to the retained earnings 
when you prepare the fnancial statements. 

Examples: How to Complete a Worksheet 

Completing the Trial Balance columns 



Tria l Balanoo Adj ustmec11ts Adj LISt{!d Tria I Ba la noo lncom{! Statecmecnt Balanoo Sooet 

Accounts Dir Or 1D1r Or ID1r Or ID1r Or 1D1r Or 

Cash 13,828 
Accounts r{!-C{!iva blec 2,4.SO 1,800 
Suppli{!s 1,260 760 
f)r,epaid Insurance 2,000 500 
Equipm{!nt 3.3,000 
Accounts paya blec:s 9,000 
I nwre-:st paya blec 14,360 400 
Common Stock .20,000 
Divioonds 800 
S{!rvioo re-wnoo:s 15,478 1,800 
Sa la ni(!,:S Expenses 4,.500 
lnsuranoo Expens{! 500 
R{!nt {!-Xp{!ns{! 1,000 

58,838 58,838 

Suppli{!-S expens{! 760 
Dt:!preciation ecxpens(!,-{!Qpt 2.50 
Acclum ulatoo dep-(!Qui pm{!nt 250 
I nt{!-re-:st {!-XfMinsec 400 

3,710 3,710 

Net lncom{!-

Tria l Balance Adj ustmec11ts Adj ustoo Tria I Ba la noo Income Statecmecnt BalallOO Sooet 

Accounts D,r Or 1D,r Or ID1r Or ID1r Or 1D1r Or 

Cash 13,828 13,828 
Accounts r{!-C{!iva bl@ 2,4.50 1,800 4,2.50 
Suppli{!'.s 1,.260 760 500 
f)r,epaid Insurance 2,000 500 1,500 
Equipmecnt ,3,3,000 3.3,000 
Accounts paya blec:s 9,000 9,000 
I nt{!-re-:st paya fM 14,360 400 14,760 
Common Stock 2.0,000 20,000 
Divioonds 800 800 
S(!,rvioo mwnoo:s 15,478 1,800 17,278 
Sa la ni(!,S Expens(!,s 4,500 4,500 
lnsuranc:e Expens{! 500 500 
R{!nt (!-X·pensec 1,000 1,000 

58,838 58,838 

Suppli(!,:S expense 760 760 
Dt:! preciatio11 expe nse-{!qpt 250 2.50 

Acclumulatoo dup-(!Quipm{!nt 250 2.50 

lnwm:st expensec 400 400 

3,,710 3,710 61,288 61,288 

Net lncom{! 
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Completing the Adjustments columns 

Calculating the balance of each account and totaling the debits and credit columns for the Adjusted Trial Balance 



Tria I Ba la ooe Adj ustments Adj usted Tria l Balanoo Income · Statement Balaooe Shoot 

Accounts 1D11 Or IDll' Or 1D1r Or 1D1r Qr 1D1r Or 
Cash 13,828 13,828 13,,828 

Aa:ounts r@ceiva ble 2,4.!iO 1,800 4,.2.SO 4,250 

Supp lies 1,260 760 500 500 
Prepaid lnsuraooe 2,000 500 1,500 1,500 

Equipment 33,000 3,3,000 3,3,,000 

Aa:ounts paya ble,s 9,000 9,000 9,000 
Interest payab le 14,.3,60 400 14,760 14,760 

Common Stock 20,000 20,000 .20,000 
Dividends 800 800 800 
Se-rvi0£!· revenues l!i,,478 1,800 17,278 17,278 

Sa la ries Elt'pense-s 4,500 4,!iOO 4,.!iOO 
Ins urca ooe Elt'pense 500 !iOO 500 
Rent elt'pense 1,000 1,000 1,000 

58,838 58,838 

Supp l ie-s ell'pense 760 760 760 
Deprec iation expense-eqpt 2!i0 2.!iO 2.!iO 

Aceum ulated oop-equi pment 2!iO 2.!iO 2!i0 

lntere,st expense 400 400 400 

3,710 3,710 61,.288 61,288 7,4 10 17,278 5,3,,878 44,010 

Net Income 

Traial Balaooe Adj ustments Adj usted Tnia l Balance I nrome :Statement Balaooe Sooe-t 

Accounts IDir Or 1D1r Or Dr Or IDr Or IDir Or 
Cash 13,828 13,828 13,828 
Aa:ounts receivab le 2,450 1,800 4,250 4,.250 

Supp lies 1,260 760 500 .!iOO 

Pre pa id Ins ura nCl£! 2,000 500 1,500 1,.!iOO 

Equ ip ment 33,000 3,3,,000 3,3,,000 

Aa:ounts paya ble-s 9,000 9,000 9,000 
Interest payab le- 14,.360 400 14,760 14,760 

Common Stock 20,000 20,000 20,000 
Dividends 800 800 800 
Serv ice re'l,l{!noos l!i,,478 1,800 17,278 17,278 

Sa la rie,s Elt'pens.f:!'s 4,500 4,500 4,.500 

Ins ura nCl£! Elt'pens,e 500 500 500 

Re-nt elt'pens,e 1,000 1,000 1,000 

.!i8,8.38 58,8.38 

Supp l ie-s expense 760 7,6(1 760 

Depreciation ell'pense-e-qpt .2.!iO .2.!iO .2.!iO 

Acoumu latoo oop-equipmt:m t .2.!iO 2!iO .2.!iO 

Interes t ell'pens,e 400 400 400 

3,710 ,3,,710 6 1,288 61,288 7,4 10 17,278 53,878 44,0 10 

Net Income · 9,868 9,868 

17,278 17,278 !B,878 53,878 
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Relocating all the balances in the Adjusted Trial Balance to either the Income Statement or the Balance Sheet columns 

Completing the Worksheet by calculating net income or net loss and totaling the columns for the Income Statement and the Balance Sheet 
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CLOSING THE BOOKS 

Now that you have completed the worksheet, you have all you need to close the books. For now, we will skip the 
steps of preparing the fnancial statements as we want to give that part the proper attention it needs. We will 
have an entire module in module 6 to look at this. In other words, for now, you are ready for the last two steps of 
the accounting cycle – the closing entries and the post-closing trial balance. While accounts are divided into A, L, 
C, W (also D for dividends), R and E, we can group them into two types of accounts: 

• Temporary (or “nominal”) – relate ONLY to a given accounting period and thus they will be closed at the 
end of an accounting period, or zeroed out. 

• Permanent (or “real”) – relate to one or more future accounting periods. These are NOT closed. 

Thus, at the end of an accounting period, the accounts are either closed or not closed, and are prepared for the 
next period. 

Why do revenues, expenses, and dividends need to be closed and others do not? Remember, accounting is 
simply recording and tallying how much is in each account. Let’s say you are the manager of a hotel. Don’t you 
want to know the revenues of any specifc day or a specifc period and not a carrying a grand total of revenues 
since your hotel opened years ago? For those of you who work in restaurants, and especially the evening shift, 
don’t you “close out” the night by running a report in your point of sales system so that all the revenues are tallied 
correctly, so that when the morning shift comes in for breakfast the next day, they will start their revenues from 
zero again? Well, the same reasoning applies here. 

However permanent accounts are not closed or are not zeroed out. Their balances will be carried over to the 
next accounting period. Think about your personal bank account. For example, say today is 12/31, last day of the 
year. And right before 12 midnight, you have $1,000 in your bank account. Would you like to see your $1,000 
magically disappear and your bank balance becomes “$0.00” just because we are starting a new year for 1/1 when 
the clock strikes midnight? By the same token, if I owe you $100 on 12/31, I don’t think you would like to just simply 
forgive my debt to you when 1/1 comes around and zero out your $100 accounts receivable balance. So, all the 
assets, liabilities, and capital accounts remain intact and the balances will be carried over to the next accounting 
period. 



 

 
  

  
    

    
    

  

 

Temporary: RED 

• Revenues 
• Expenses 
• Dividends 
• Closing all of them eventually to 

retained earnings 

Permanent: The rest 

•Assets 
• Liabilities 
• Capital 
• Retained earnings 
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Key Takeaways: The RED Accounts – Closed Them to Retained Earning 

PREPARING CLOSING ENTRIES 

Now that you know the RED accounts are those that need to be closed, let’s see how this is being carried out. 
Again, the idea of closing is to zero out those accounts so that when the next accounting cycle begins, you can 
start tallying again how much money you take in as revenues, how much you spend in expenses, and how much 
you pay your owners and shareholders in withdrawals and dividends. 

In the closing process, you will now learn a new account “Income Summary”. As its name suggests, it 
“summarizes the income” for the business. You will only see this account during the closing process and once the 
accounts are closed, the income summary account is gone as well. The goal in closing is to make the balances 
in R, E, and D become zero. In other words, whatever balances those accounts have, all you need to do is to 
just do the exact opposite. For example, revenues are credit balance accounts. If you have $600 in revenues, to 
close it, you just need to DEBIT revenues by $600. Closing entries, just like any entries, such as transactions or 
adjustments, are journalized to the General Journal and then posted to the General Ledger. 

When doing the closing entries, you need to CLOSE the RED accounts, so remember the 4 sets of closing entries: 

1. close revenues into income summary 

2. close expenses into income summary 

3. close income summary into retained earnings 

4. close dividends to retained earnings 
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In the Key Takeaways box below, you can see the four entries. Always remember the normal balance, then 
do the opposite. The frst step is to close all the revenue accounts. You will have to list each revenue account 
individually if there are more than one revenue account. Since revenues have normal credit balances, to close 
them, you simply debit all of them, one by one, and then credit the total to income summary. Now, that is when 
your worksheet becomes your best friend. Look at the Income Statement columns of your worksheet. In our 
example, there is only one revenue – Service Revenues. So, to close revenues, you need to do the following: 

Service Revenues 17,278 
Income Summary 17,278 

(to close revenue account) 

The second step is to close all the expense accounts and again you will have to list them individually. Take a look 
at the worksheet, they are listed one by one for you in the debit column of your Income Statement! So, you simply 
list them one by one in the closing entry. Now, since expenses have normal debit balances, to close them, you will 
need to credit all of them, one by one, and the debit the total to income summary. And since in a journal entry, 
you always need to enter the debit frst, so you will debit income summary frst, and then credit all the expense 
account one by one. Well, how much should you debit income summary for? Take a look at your worksheet – all 
the expenses totaled to $7,410!! So, there is your debit. And that is why you would love your worksheet as you 
have done all the work and have calculated all the answers already. So, again, to close expenses, you need to: 

Income Summary 7,410 
Salaries Expense 4,500 
Insurance Expense 500 
Rent Expense 1,000 
Supplies Expense 750 
Depreciation Exp. – Equipment 250 
Interest Expense 400 

(to close expense accounts) 

The third step is hopefully closing a net income rather than a net loss into retained earnings. Since there is 
either a net income or a net loss, depending on the proftability of that particular accounting cycle, you will use 
one of the following. In steps 1 and 2, we close all the revenues and expenses into income summary. In other 
words, the Income Summary account now summaries the income of the business. So, if the business makes a 
proft, the Income Summary should have a credit balance. Thus to close it, you will debit Income Summary and 
credit retained earnings. And this makes sense because increasing retained earnings is to credit that account, and 
vice versa. 

Net Income Net Loss 
Income Summary 9,868 Retained Earnings 

Retained Earnings 9,868 Income Summary 
(to close net income or net loss to retained earnings) 

Finally, you are to close dividends to retained earnings as well. Dividends is a debit balance account, so to 
close it, you will credit dividends. And since every entry has a debit and a credit and you have credited dividends 
already, the retained earnings account has to be debited. Do recall in Module 2 when you frst looked at the 
Statement of Retained Earnings that withdrawals and dividends are taken out of the retained earnings account. 



 

 
         

                                       

 

  
  

  
  

  
   

    
  

  
 

  
    

1. Dr. Revenue Accounts 
Cr. Income Summary 

(to close revenue accounts) 
2. Dr. Income Summary 

Cr. Expense Accounts 
(to close expense accounts) 

3. A-Net Income. OR. B-Net Loss 
Dr. Income Summary Dr. Retained Earnings 

Cr. Retained Earnings Cr. Income Summary 
(to close net income or net loss to retained earnings) 

4. Dr. Retained Earnings 
Cr. Dividends 

(to close div idends to retained earnings) 
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Again, this checks out too since retained earnings is a credit balance account so to decrease it (paying dividends 
will lower the amount the owners have in the business), you will debit retained earnings. 

Retained Earnings 800 
Dividends 800 

(to close dividends to retained earnings) 

Key Takeaways: The Four Closing Entries 

THE POST-CLOSING TRIAL BALANCE 

You are almost there – the last step of the accounting cycle is the Post-closing Trial Balance. ANOTHER Trial 
Balance? Yes. You just did your closing entries in the journal, now, these numbers have to posted to the ledger 
accounts. And just to make sure everything is correct so we can start the next accounting cycle, we just need to do 
a quick trial balance again. And since this is done AFTER the closing entries, that is why it is called “Post-closing” 
Trial Balance – prepared after all closing entries have been journalized and posted. This does help to prove the 
equality of the permanent account balances that are carried forward into the next accounting period! But, what 
about the temporary account balances? Remember, they have been closed, so they are all zeros. Therefore, in a 
post-closing trial balance, all you should see are the assets, liabilities, capital (and retained earnings) accounts. No 
more revenues, expenses, or dividend. This trial balance should be very short! 

ADJUSTMENT AND CORRECTING ENTRIES 

So, you have completed every step of the accounting cycle and everything are nicely balanced. But what if you 
fnd something wrong? Well, of course we will then need to correct it. There are diferences between CORRECTing 
entries and ADJUSTing entries: 
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1. Adjusting entries happen all the time in the normal course of accounting. Correcting entries are 
unnecessary if the records are free of errors 

2. Adjustments are posted at the end of accounting periods. Correcting entries are posted as soon as 
errors are discovered 

3. Adjustments afect one BS account and one IS account. Correcting entries can afect any combination of 
accounts 

Now that you have mastered the basics of accounting, we can now dive deeper into the fnancial statements! 
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MODULE 6 

Financial Statements 

Learning Objectives 

1. Distinguish between multiple-step and single-step income statements. 

2. Explain the computation and importance of gross proft. 

3. Distinguish between departmental and consolidated income statements. 

4. Identify and explain the sections of a classifed balance sheet. 

5. Understand the relationship between the income statement and the balance sheet. 

6. Indicate the primary purpose of the statement of cash fows. 

7. Distinguish among operating, investing and fnancing activities. 

SINGLE-STEP AND MULTIPLE-STEP INCOME STATEMENTS 

In previous modules, we learned that the Income Statement summarizes the revenues and expenses of an 
operation, resulting in either net income or net loss. So far, we only mentioned one revenue account and a 
few expenses account. Of course, take any full service hotel as an example, there are rooms revenues, food 
revenues, and beverage revenues; and for resort hotels, you may also have golf revenues, health club revenues, 
spa revenues and many others. Hotels do have many departments. Thus, a “single-step” income statement, 
determining net income in one step by deducting all expenses from revenues, while useful, may not be detailed 
enough. Therefore, there is also the “multiple-step” income statement which shows two main steps: 

1. Cost of goods sold is subtracted from net sales to determine gross proft, and 

2. Operating expenses are deducted from gross proft to determine net income 

In the two examples below, all the accounts have the same values, but the ways the accounts are arranged 
are diferent in that the multiple-step income statement provides management and owners with more detailed 
information. 
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SINGLE 
STEP 

REVENUE LESS EXPENSES 

MULTI 
STEP 

Cougar Hotel 

Operating Statement 

For the Year Ending December al , 20XX 

~ Revenue5 
Operat ing Depart ment Revenues 

Mis•cel laneous Incom e 

Non-Operat ing Income 

Tota l Revenues 

~ Expen5es 
"11111111""' Operat ing Departme nt ExpertSes 

Undistr ibuted Operat ing Expenses 

Manageme nt Fees 

Non-Operat ing Expenses 

Inte rest, Taxe:s, Depreciatio n and Amor it izat ion 

Tota l Expenses 

Net Income 

Cougar Hotel 

Operating Statement 
For the Year Ending December 31, 20)0( 

Revenues 
Operat ing Departme nt Revenues 

Miscellaneous Income 

Total Revenues 

1,500,000 
200,000 
135,000 

1,835,000 

734,000 
183,500 

55,050 
385,350 
275,250 

1,633,150 

201,850 

1,500,000 

200,000 

1,700,000 

r,---------------------1 I Cost of Goods Sold 425,000 I 

I I I Gross Operating Profit 1,275,000 I 

~---------------------~ Operating Expenses 

Ope rat ing Depart ment Expenses 

Undist ributed Ope rat ing Expenses 

Total Operating Expenses 

Net Operating Income 

Management Fees 

Non-Operating Income and Expenses 
Interest, Taxes, Depr·eclat lon and Amortlz.ation 

309,000 
183,500 

492,500 

782,500 

55,050 

250,350 
275,250 

NOi - MGMT FEES - NON OP EXP - ITDA Net Income 201,850 
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Examples: Income Statement (Single-Step) 

Examples: Income Statement (Multiple-Step) 
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GROSS PROFIT AND NET INCOME 

With a multiple-step income statement, the gross proft can be easily identifed. You might also have heard of the 
term GOP in accounting. So, what is gross proft or gross operating proft (GOP)? Gross proft is simply revenues 
or sales minus the cost of goods sold. Therefore, if you have sales of $460,000 and cost of goods sold of $316,000, 
then your gross proft will be $144,000. The gross proft is an important fgure because it tells you how much 
money is left to cover all the other costs. In the hospitality business, food/beverage and labor costs are often 
known as the prime costs. They can easily add up to be 60% – 70% of sales. Thus, gross profts is an important 
benchmark and a key performance indicator. 

Examples: Gross Proft 

Gross Proft = Revenues/sales MINUS Cost of Goods Sold 
Net Sales $460,000 

– Cost of Goods Sold 316,000 
= Gross Proft $144,000 

Besides expressing gross profts in a dollar amount, it can also be expressed as a percentage known as gross 
proft rate or gross proft margin. Using the same set of numbers, the gross proft rate or gross proft margin is 
calculated below. 

Examples: Gross Proft Rate or Gross Proft Margin 

Gross Proft Rate =Gross Proft / Net Sales 
= $144,000 / $460,000 
= 31.3% 

From the gross proft fgure, all other operating expenses are then deducted to obtain net income or net loss. 

Examples: Net Income 

Net Income (or net loss) = Gross Proft – all other operating expenses 
= $144,000 – $114,000 
= $30,000 

Besides making a proft when “operating” a business, there are times that a business has “non-operating” 
activities which can provide revenues and income for the business and at the same time, there may also be 
non-operating expenses resulting from activities or facilities not controlled or managed by the operator. Some 
examples of non-operating income can include: cost recovery income, interest income, or other income (antenna 
lease income, billboard or building wall rent, retail space). And, some examples of non-operating expenses can 



 
  

 

  

  

 

60 AGNES DEFRANCO 

include: rent/lease (land, building, or other property and equipment), property and other taxes (business and 
occupation taxes, other taxes and assessments, personal property taxes, real estate taxes), insurance (building 
and contents, liability, deductible), or others (cost recovery expense, gain/loss on sale of fxed assets, owner 
expense, unrealized foreign exchange gains or losses). 

DEPARTMENTAL VS. CONSOLIDATED INCOME STATEMENTS 

In a multi-department operation such as a hotel or a country club (and even for restaurants, they may be 
subdivided into dine-in, catering, and delivery), a departmental income statement allows for income to be 
presented for each department (rooms, food & beverage, telecommunications, parking/valet, etc.) so managers 
and owners can assess the efciency and proftability of each sub-unit. When combining all departmental income 
statement, you will arrive at a consolidated income statement, which then allows for income to be presented 
for the total business. Below are examples of a departmental income statement from a food and beverage 
department and a consolidated income statement (also known as summary operating statement or SOS), both 
following the guidance of the Uniform System of Accounts for the Lodging Industry (USALI). 

Examples: Food and Beverage Departmental Income Statement 



l'ood and Be\o!!ras,'e Oper.eli l'I@: Statement 

ltee,nue 
Food Re,..,enue 

Venue rood R~enue 
In-Room IDlnlni; f ood lte\i'elVJf' 

Ban<1-Jet/Confelli!llce/C'aterlnl!: l'ood Revenue 
Olhe, Foo:! Reverrue 

TOlal food Reai!'l!Ue 
Belll!ra~e Re,..,errue 

Venue lleal!f.age Revenue 
In-Room IDlnlni; llli!YelllJl,e Real!IIUe 
B.an et/Confeifllce/Catertng ae.enge ReYel'IIJe 
Mini 11.ar llle,..,ernge Real!illue 

Toial llleverage Flelll!nue 

Toial f ood and lleve,rage Revenue 

Other Revenue 
.A.udia.1-s.ua I 
Fir1ctlon Roon, Rental a d SeWp •ChBJ'!lei 
Slftherge;i .end .Service Clla~es 
Misoel Bllea.JS o lh Re\Senue 

To«al otiler Re'll!llUJi!' 

Totall lllle•i1em.1e 

c- DcfSaleno:111 Othi,r Reftrwuo-
Coi;t ol rood a11d Beal!fal!le .5.alei 

cost ol f ood sales 
Cost ol llleverage s.al'es 

To«al CO!t of Food and lllevernge s.al'es 

Coi;t ol a'lfler Relll!llue 
.A.udia.1-s.ua I Con 
Mlsoel BJlea.JS Coi;t 

TOlal CO!t of mher Re\lerrue 

Grossl"r<llil 

Eicpe .... , 

Labor CO!IU and Related E:,,penses 
salaries, Wagei , Ser.,u, charg,e$, contiae1.ed La bound Bo1VJ~e$ 

Salarie,s and Wagei 
Marr,egemerrt 

SeNtt 
Kitchen 

Non-Ma~emenl 
11an1J.Jet/COilfere,neeJcater111g SeNtt 
Kitchen 
venues 

Slib,-Toul: .Salarle~ BJ1d Wal!les 
Smtt charge a;s11tbut10n 
IIOOl.l!ei a d lneent l~ 

To«al Sa a i!!!I, Wa!!S,'eS, Servloe-•ChBf!IM. Contracted Lallor and IIOOli!M 
PayT"oll-Relc&ted E:,pe11se;i 

Pa'jf'QII Taki!'$ 

Empl(l'{ee Benefits 
Tcul Pll\ft)l t-Related Upemes 

To«al labor CO!t:! and Related E.q}eri!ei 

~me rrt Pori<>d 

:tll)l6 20X7 

4811,2,12 s~.oeo I 
112,276 B.5,180 

1132 --415 1 591 520 
24,54'6 20,008 

1 749A7-9 1,345, .888 

50,2g7 46,725 

211.14'!1 25,575 

337 ,762 467,379 

P" "'Eill 125 609 

544A61! 665,188 I 

1 2.2H..94'7 I 3.011. 176, 1 

115.(1!13, 11.9,024 

911.241 117 480 
168.414 206,4!!0 

131,214 105,840 

512-!152 54!11124 

I 1,.!1D6..!1991 3,s6!lJl.ooo 1 

437,370 574,743 

121,.06 153,016 

558.786 727,759 

4 73.2 47 6,10 
B,619 1.9,061 

67,351. flli,661 

62~137 1 794,4:ro 11 

1 1. 1811,762 1 2.165,seo 1 

193,,785 209, 109 

159,520 167,530 

178,210 1113.41!16, I 
149,520 15-4,630 

140,17.5 133,772 

!121,210 848,527 

93,A90 91,4!!0 

128,557 52,500 

1.1143-.217 991507 

l Sl!,.6,78 194,.!167 

1D 66 11.9 67.!I 

29U4'4 314,545 

1,:m ,.:m l U!D7.052 I 
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Food aoo Be,verage Operating Statement 

0 her E:Mpenses 
Ba rM!Uet Expenses 
China 
Oean ng Supplies 
Complimentary Se ce:s aoo Gift! 
Corrtract Services 
Oecora:tlons 
Oue:s aoo Subscrl ptilons. 
Enterta I nm en,t- ln,House 
EQulpment Rental 
Flatware 
Glassware 
l(ltc,hen Fuel 
Laundry and Dfy Olean Ing 
Ucenses, and Permits 
Unen, 
Menus and Beverage lists 
Miscellaneous 
Music and Enterta I nm ent 
Operating Supplle:s 
Pa per and Plasti cs. 
Prl n ng and Stationery 
Training 
Travel- Meals aoo Entertainment 
Travel-Other 
U nlform Costs 
U nlform Laundry 
Utensils 

Total Otiher Expenises 

Total u p,enses 

Depanme ntal 1Pro1it 

Guests and Average Food 0heclts 
Venue Food Revenue 
In-Room Dining Food Revenue 
Ba nquet/Conferencef Catenl ng Food Revenue 
0 her Food Revenue 

Curre nt Periodl 
2ox& I 20,x, 

:S I .s I 

7,830 8083 
2,049 1 2492 
~9 , 8,395 

H.065 12 460 

I 24.0 15 18 690 
8,912 91,345 

2.000 1000 

I 22.189 1 24 6(19, 

I 5,024 6,542 
2,991 3115 
2,931 3 800 
4.922 5296 

41.,093 40486 
5,000 4050 

6.1991 5 607 
1.8S1 1 SS6 
,3,0991 2,492 
4,00.2 5,9191 

I 30.123 35 914 
1.0991 1 SS8 
2.187 2498 

20.000 30000 
2.3,09, 2500 

982 1067 
7,981 8,670 
2,099, 2 946 
1 .. 340 2598 

231.331 2S1 688 

11 1.S67,692 I 11sss1740 I 
613,o,o I 1,2'06,840 1 

Guest~ 
19,,004 
2,885 

18,174 
2,979 1 

G,UMlS 

21,337 
,3,562 

23,4191 

2,501 
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The Cougar Hotel 

S'Llmm:ary ~pemlng Stat:e1ment 
For tile• Years Ending !December 3:ll, 2!0X6 and 2!0X7 

~nthtg Revenue, 

Rooms 
Food ii rid Beverage 

other Operated Departments 

M iscel la neous I ric.ame 

Tot:al 0p .. 1Hatilng Re11en1JI!, 

De1partment:al Expe•nSoll!!s 
Rooms 
Food ii rid IB@wrage 

other Operated Departments 

Tot:al Depart,ment:al Elcipe•nSil'!!s 

Tot:al Depart,ment:al Profit 

Undl strllbuted •Ope·r.atlng Elcipe·nSoll!!s 

Adm in istrat iw arid General 
Informa tion and Tehicammun ications Systems 
Sa l,es a rid Ma rht ing 

Property Operat ion ii rid Ma intenanc@ 

Ut i I itie s, 

Tot:al Undlstrllbut.ed Elcipe•nSoll!!s 

Gross Ope-ratil Ill Plroflt 

Man.-gement IFees 

Income IBefore, Non.()pe,ratilllglnoome ,.and lbpenses 

No:n-Oper.atl1ng Income and IEN:pemes 
Income 
Rerit 

Property and other Taxes 

Insurance 
other 

Tot:al No·n-Ope•ra.til1"1 Income-and 1Expe1nses 

E"ainlngdlefc:re Interest, Taxes, De•predatlon, and Amorti2atlon I 
lle1~lacement lleSi!!rve 

ESl'lllA 11.Hs Replaeeme·nt Re,serve, 

20)(6 

s I " 
6.070 ,356, 63 .9% 
2,806,899• 29 .6% 

429 · 600 4 .5% 

18S,M2 2.0% 

9•.494 ,947 100 .0% 

1.541,870 25 .4% 
2 ,19.3,829• 78.2% 

241 ,865 56 .3% 

.3.977,564 41.9% 

5 ,517, 38.3 ! 

487 765 5.1% 

249 ,14.3 2.6% 
332,646, 3.5% 

361 .556, 3.8% 

337 .277 3.6% 

1.76S ,387 18.6% 

.3,748 .996, I .39.5% I 
284,848. I 3.0%! 

.3.464.148 . I 36.5%! 

. 0 .0% 
237 ,374 2.5% 

379 ,798, 4 .0% 

113,939 · 1.2% 
1189·,000) -2.0% 

542, 1H 5.7% 

2.922,,037 1 .30.8%1 

569,697 ! 6.0% I 
2,352,340 I 24 .8%1 

20X7 

s I " 
6.331,381 60 .1 % I 261 ,025 
3,560,0 00 33 .8%11 753,10 1 

420,,000 4 ,0%11 19,600)_ 

2200 00 2 .1% 1 31.908 

10.531,381 10010%11 1,036 ,434 

1.867 757 29•.5% .325.S87 
2.35.3,160 66 .1% 159,.3:31 

234,360 55 .8% (7,505] 

4,455 ,277 42 .3% 1 477.7 13 

51.1u.11 558 ,121 1 

579•,226 .5.5% 91,46 1 

284 347 2 .7% 35,204 
421,25 5 410% 88,609 
410 ,724 .3.9% 49 ,168 
337,004 3.2% (273] 

2,032 556 19•.3% 264.169 

4104.3,548 ! 38 .4%11 294 ,552 1 

315,941 I 310%11 31,0 93 1 

3.727 ,607 ! 35 .4%11 263 ,459 1 

1100,0001 -0.9% 1 'L100,000] 
26,3,285 2 .5% 25,9 11 
421,255 4 10% 4 1,457 

14.3 227 1.4% 29,288 
1211,,0001 •210% ,[22,000) 

516,767 4 .9% ,[25,.344) 

.3.2101840 I 30 .5%11 288.&03 1 

631,883 1 610%11 62,186 I 
2,57 8,957 I 24 .5%11 226 ,617 I 

4 .. 3% 
26 .S% 

-2.2% 

17.0% 

10 .9% 

21.1% 
7 . .3% 

-3.1% 

12.0% 

10 .1%1 

18,S% 

14.1% 
26.6% 

13 .6% 

-0.1% 

14 .9% 

1.9% 1 

10 .9% 1 

7.6% 1 

100 .0% 
10 .9% 

10 .9% 
25,7% 
11.6% 

-4,7% 

9 ,9% 1 

10 .9% 1 

9.6% 1 
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Examples: Consolidated Income Statement or Summary Operating Statement of a Hotel 



  
  

  

 
  

  
  

  

 
 

   
  

 
    

  
  

 
 

   
  

 
  

  

 
 

  

 

 
  

 

-Current Assets

Long-Term Investments

Property, Plant & Equipment

Intangible Assets

Current Liabilities

Long-Term Liabilities

Owners’ Equity’s
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THE CLASSIFIED BALANCE SHEET 

After the income statement, the statement of retained earnings should be next. However, often time, the 
statement of retained earnings is embedded in the stockholders’ (owners’) equity section of a balance sheet. And 
now that you have learned more accounts, it is also time for us to take a look at a classifed balance sheet. Again, 
like a single- and multiple-step income statement, a classifed balance sheet simply organizes the accounts more, 
making the balance sheet more useful to its users. 

First, the assets and liabilities are further divided into current vs. non-current (or long-term) accounts. Current 
means the asset resources or liabilities are expected to be realized, used, or settled within one year from the 
balance sheet date. These accounts include accounts receivable (AR), accounts payable (AP), food inventory, tax 
payable, etc. Non-current means the asset resources or liabilities are NOT expected to be realized, used, or settled 
within one year from the balance sheet date. These can include accounts such as computer, equipment, delivery 
van, and mortgage loans. 

Current Assets accounts includes cash and other resources that are reasonably expected to be realized in cash or 
sold/consumed in the business within one year of the balance sheet date. These accounts are always listed in the 
order of liquidity, which means how quickly they will be turned into cash. Of course, cash is cash already so cash 
is always the frst account. Examples: Cash, short-term investments (ex: certifcate of deposit), receivables (not as 
liquid as cash), inventories, and prepaid expenses. 

Long-Term Investments can be realized in cash also. It is just that the conversion to cash is expected to take 
longer than one year from the balance sheet date. Such assets are typically NOT intended for use/consumption 
in the business’ operations. Examples: Investments in other company’s stock. 

Property, Plant & Equipment are tangible resources of a relatively permanent nature that are used in the business, 
but NOT intended for sale. These are the assets that are subject to depreciation (land being the one exclusion). 
Examples: Land, buildings, machinery and equipment, delivery equipment, furniture and fxtures, and computers. 

Intangible Assets are non-current resources that do not have physical substance, so you cannot actually “touch” 
them unlike touching a computer, a dresser, a chair, or a piece of equipment. Examples: Patents, copyrights, 
trademarks and trade names. These assets are also going to be amortized (depreciation of intangible assets) as 
they are being used up. 

Current Liabilities are obligations that are reasonably expected to be paid from existing current assets or through 
the creation of other current liabilities. Examples: accounts payable (owe to vendors), wages/salaries payable 
(owe to employees) and short-term borrowings (owe to fnancial institutions), interest payable, and current 
maturities of long-term debt. 

Long-Term Liabilities, on the other hand, are obligations that are NOT expected to be paid within the next year. 
Examples: bonds payable, mortgages payable, long-term notes payable, lease liabilities, and employee pension 
plan liabilities. 

Owners’ Equity’s presentation depends on type of business (sole proprietorship vs. partnership vs. corporation). 
For corporation, OE is often divided into two accounts of Common Stock (contributions of investments to the 



   

 

    
  

 
 
 
 
 
 
 
 

CLASSIFIED BALANCE SHEET 

ASSETS UAB & STOCKHOLDERS' EQUITY 

aJRRENT ASSETS aJRRENT UABILmES 
1. Cash 1. Notes Payable 
2. Short-term Investments 2. Account Payable 
3. Receivables 3. Unearned Revenue 
4. Preoaid Evnenses 

4. Salaries Payable 
s. Taxes Payable 

Ii LONG-TERM ASSETS 

Stocks LONG-TERM LIABILITIES 
Bonds 

1. Long-term Notes Payable 
2. Mortgage Payable 

PROPERTY, PLANT, AND EQUIPMENT 3. Bonds Payable 
1. Land 
2. Buildings ~ Less: 

STOCKHOLDERS' EQUITY 3. Equipment Accum~la~ed 
1. Common Stock 4. Furniture Deprec1at1on 
2. Retained Earnings 

INTANGIBLE ASSETS 

1. Patents 
2. Copyrights 
3. Trademarks 
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business) and Retained Earnings (income retained for use in the business). A summary of all these classifcations 
can be found in the key takeaway below. 

Examples: A Classifes Balance Sheet 

RELATIONSHIP BETWEEN THE INCOME STATEMENT AND THE BALANCE SHEET 

An income statement tells the user whether a business is making a proft or a loss and a balance sheet provides 
the user with a list of assets, liabilities, and equity. But are these two statements related? If so, how are they 
related? From the closing entries in the previous module, you learned that as dollars, in terms of net income, are 
earned, they are closed via the income summary account to Retained Earnings. You can see this on a worksheet 
as well when the columns of the income statement and balance sheets are balanced out by the net income or net 
loss fgure. 



  

  
    

    
    

 
  

  

  

Interaction: Income Statement & Balance Sheet 
Coicar Hotel 

Operating Statement 

For the Year Ending December 31, 20XX 

Revenues 
Operat ine Departme nt Revenues 
Miscellaneous Income 

Total Revenues 

Cost of ,Goods Sold 

Gross Operating Profit 

Operating hpenses 

Operat lne Departm ent Expenses 
Undistributed Operat ing Expense s 

Total Operating Expenses 

Net Operating Income 

Management Fees 

Nor,-Operating Income and Expenses 

Interest, Taxes, Depreciation and Amortization 

1,500,000 
200,000 

1,700,000 

425,000 

1,275,000 

309,000 
l lB ,500 

492,500 

782,500 

55,050 

250, 350 
275,250 

L- ___ N_e_t_lnc- om_ e ____________ ~ 

Assets 

Cougar Hotel 

Balance Stleet 
December 31, 20XX 

Current Assets 
Non-Current Assets 

Net Property Plant and Equipment 

Other Assets 
Total Assets 

Llaballltles 

Current Liabilities 
Non-Current Liabilities 

Stockholders' Equity 

Stock 
Retained Earnings 

Total Liabilities and Stocknolders' Equity 

200,000 
30,000 

1,500,000 
75,000 

1,805,000 

380,100 
1,003,450 

219,600 

1 w, a5o1 
1,805,000 
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Examples: Income Statement and the Balance Sheet Together 

STATEMENT OF CASH FLOWS (SCF) 

While the income statement is useful and it tells us if a business makes money, that net income amount is not 
the same as cash. Since under GAAP, we are preparing accounting information using the accrual basis, there are 
revenues in the income statement that we might not have collected the cash yet and there are expenses included 
in the income statement that we might not have paid the expenses yet. But having enough cash is important in 
any business. Without cash, a business cannot pay their bills on time. Without cash, a business simply cannot 
survive. In addition, the income statement only tells us how the business “operates”. What if the business owner 
or the board made some good or bad investment decisions? Then, how is cash afected. And, what if the business 
owner or board made some good or bad fnancing decision (such as getting a loan with a very high interest rate)? 
Again, how is cash afected? 

The statement of cash fows (SCF) therefore provides information about the entity’s cash receipts and cash 
payments during a period. These cash infows and outfows are classifed according to the activities they generate 
them: operating, investing and fnancing activities (in that order). A SCF therefore starts with the beginning cash 
balance of a business (the cash account value at the beginning of the accounting period from the balance sheet), 
adding the cash infows and outfows from the operating, investing, and fnancing activities, to derive the ending 
cash balance shown in the balance sheet at the end of the same accounting period. In other words, the SCF 
explains what happened to the cash account of the business, whether the business gains cash or spends cash. 



 

  
  

  

 

  
  

 

 

  
  

 

Operating Activities 
Inflows from: 

• Sales to customers. 
• Interest and dividends 

received. 

Outflows to: 
• Purchase of inventory. 
• Salaries, wages, and other 

operating expenses. 
• Interest on debt. 
• Income taxes. 

Cash 
Flows 
from 

Operating 
Activities 
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The SCF is quite useful as it assists the user in determining if the business is able to generate future cash fows, 
pay dividends, and meet obligations. The SCF also explains the diference between net income and net cash 
provided by (or used in) operating activities. And fnally, it also sheds light on the cash investing and fnancing 
transactions during the period. So let’s take a look at the defnitions and examples of the operating, investing, and 
fnancing activities. 

OPERATING, INVESTING, AND FINANCING ACTIVITIES 

Operating activities are the cash efects of transactions that create revenues and expenses and therefore enter 
into the determination of net income. The word operation means operating or running the business, so revenues 
and expenses as summarized in net income, together with changes in current assets and current liabilities, will be 
included as operating activities. 

Examples: Operating Activities 

Investing activities have to do with how the business invests, which can include the acquisition and disposition 
(buying and selling) of investments and productive long-term assets. This category also includes lending money 
and collecting loans. Basically, this section shows how a business invests in its long term assets. 



  

  

Investing Activities 
Inflows from: 

• Sale of long-term assets used 
in the business. 

• Sale of investment securities 
(stocks and bonds). 

• Collection of nontrade 
receivables. 

Outflows to: 
• Purchase of long-term assets 

used in the business. 
• Purchase of investment 

securities (stocks and bonds). 
• Loans to other entities. 

Financing Activities 
Inflows from: 

• Sale of shares to owners. 
• Borrowing from creditors 

through notes, loans, 
mortgages , and bonds. 

Outflows to: 
• Owners in the form of dividends 

or other distributions. 
• Owners for the reacquisition of 

shares previously sold. 
• Creditors as repayment of the 

principal amounts of debt. 

0 
Cash 
Flows 
from 

Investing 
Activities 

Cash 
Flows 
from 

Financing 
Activities 
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Examples: Investing Activities 

Financing Activities show how a business obtains or spends cash from “fnancing” sources. These activities include 
a business issuing debt (getting a loan), repaying the amounts borrows, obtaining cash from stockholders, and 
providing these stockholders a return on their investment. This category has to do with how a business raise 
money through its long-term liabilities and owner’s equity. 

Examples: Financing Activities 



  
  

  
  

   

 

  
  

  
    

    

Format of the Statement of Cash Flows 
COMPANY NAME 

Statement of Cash Flows 
Period Covered 

Cash flows from operating activities 
IQ\ 

(List of individual items) XXX 

Net cash provided (used) by operating activities 

Cash flows from investing activities 
IQ\ 

(List of individual inflows and outflows) XXX 

Net cash provided (used) by investing activities 

Cash flows from financing activities 
IQ\ 

(List of individual inflows and outflows) XXX 

(Net cash provided (used) by financing activities 

Net increase (decrease) in cash XXX 

Cash at beginning of period XXX 

Cash at end of period XXX 

Noncash investing and financing activities XXX 

(List of individual noncash transactions) 
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Besides these three categories, there are also the signifcant non-cash activities. You may wonder why “non-cash” 
activities have to be included in a “cash” fows statement. Well, not all of these non-cash activities have to be 
included – only the signifcant ones. Because, if these non-cash activities involve cash, the entire picture of the 
business will be very diferent. Besides, following the full disclosure principle, if certain events are important to 
the business, they need to be disclosed. Below are some examples of signifcant non-cash activities: 

• Issuance of stock to purchase assets 

• Conversion of bonds into common stock 

• Issuance of debt to purchase assets 

• Exchanges of plant assets (long term assets) 

These signifcant non-cash activities are reported separately from the main cash fow statement, normally at the 
very end of the statement. 

COMPILING A STATEMENT OF CASH FLOWS 

FORMAT 

First, let’s take a look at the format of a SCF. The statement the three main sections: operating activities, investing 
activities, and fnancing activities. When these three numbers are added together, you will have the change in 
cash for the period. Adding this change to the beginning cash balance, you will obtain the ending cash balance for 
the period. Then, the signifcant non-cash activities are listed. For this class, we will cover the operating activities 
section in detail. Therefore, it is highlighted in red. You will learn the other two sections in your Hospitality 
Managerial Accounting class. 

Examples: Format of a Statement of Cash Flows 



 

  

 
 

  
  

 

  
  

 
  

Revenues 
- Operating Expenses 
- Depreciation Expense 
+ Gain 

Loss 
= Income Before Tax 
- Income Tax 
= Net Income 

70 AGNES DEFRANCO 

ITEMS NEEDED TO COMPILE A STATEMENT OF CASH FLOWS 

To compile a SCF, you will need the following 4 items: 

1. Income Statement for the period 

2. Balance Sheet at the beginning of the period 

3. Balance Sheet at the end of the period 

4. Any relevant information 

In compiling the operating activities of the SCF, there are 5 steps: 

1. Start with net income 

2. Add depreciation expense 

3. Add losses 

4. Subtract gains 

5. Add/subtract changes in current assets and current liabilities accounts 

The information for Steps 1-4 can be found in the income statement, and the information for Step 5 can be found 
in the balance Sheet. Let’s see how the four item and 5 steps are put together to come up with the operating 
activities of the SCF. 

Income Statement for the period. Recall one of the reasons why a SCF is needed is that net income from an 
income statement does not equal to the cash amount a business has on hand. So, you need to convert the net 
income fgure to see how much cash is exactly provided through the operating activities of a business. In other 
words, how much cash is used or generated when you operate your business. Take a look at an income statement 
below: 

So, to compile a SCF, you will: 

1. Start with net income. The net income fgure tells us how much a business earns by being in 
operation (thus operating activities). As mentioned earlier, this net income fgure is NOT cash, so we 
need to make adjustments to this number to get to “cash”. 

2. Add depreciation expense. A business subtracts depreciation to derive net income in an income 
statement. However, unlike any other operating expenses, depreciation is a “non-cash” expense as a 



  
  

  

   

  

    
   

  

    

  

 

  
  

 
  

  

 

 

   
  

    

   

      
    

   

  

Subtract increases in current assets

Add decreases in current asset

Add increases in current liabilities
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business really has not written a check to pay the depreciation expense to anyone. Therefore, there is 
no cash involved and yet the amount is deducted from revenues. That cash is still in the bank account of 
the business! So, the frst step in compiling the SCF is to start with net income and then add back 
depreciation expense. 

3. Add losses. To derive net income, abusiness subtracts all its losses. Yet, losses in an income statement 
does not mean the business operates at a loss – that is net loss (if the business does not make a net 
income). The losses that are subtracted in an income statement are losses when a business sells an old 
piece of equipment or dispose some long-term assets and is not able to recover at least their salvage 
values. It can also be that a business bought some stocks a while back and the value of that stock 
dropped. The business then made a decision to sell the stocks at a loss. These are “investing” decisions, 
not operating decisions. Sure, we need to account for these losses and they will be included in the 
“investing” activities of the SCF, but not in the section of operating activities. Therefore, when compiling 
the operating activities section, we need to do the opposite by adding the losses back to the net income 
fgure. 

4. Subtract gains. The same logic and explanation apply to gains. Since gains are added to revenues to 
obtain net income, you now have to do the opposite and back them out from net income in order to get 
to the cash provided by operating activities. Of course, this will be included in the “investing activities” 
section later. 

5. Add/subtract changes in current assets and current liabilities accounts. As this section is on 
“operating activities”, assets and liabilities are needed in the operation of a business. In a restaurant, you 
will need to use food inventory, beverage inventory, supplies, and you may need to owe wages to 
employees until payday, etc. Thus, any changes in any current assets or current liabilities account WILL 
afect the operation or operating activities in the SCF. The Balance Sheet at the beginning of the 
period and the Balance Sheet at the end of the period provide you with the necessary information to 
complete this step and see how “cash” fows in and out. You need to look at each current assets and 
current liabilities account to see if there is an increase or decrease and then you will know whether you 
should add or subtract those numbers to adjust net income into cash. The only current asset account 
that you will not need to calculate a change is cash as that is the account you are trying to explain how 
the beginning cash balance changes to the ending cash balance. 

There are four possibilities under this item: 

1. Subtract increases in current assets – food inventory is a current asset. If food inventory 
increases, the only legitimate reason is that you bought more inventory. And, what did you use 
to buy inventory with? CASH. Thus an increase in current assets is a use of cash, and therefore 
needs to be subtracted from net income. 

2. Add decreases in current asset – accounts receivable is a current asset. If accounts receivable was 
$500 at the beginning of the year and is only $100 at the end of the year, you have a $400 
decrease. What does that mean? A/R is how much your clients owe you. If that number 
decreases, that mean they paid you. If they paid you, you should have more cash. Thus a 
decrease in current assets is a source of cash, and therefore needs to be added to net income. 

3. Add increases in current liabilities – notes payable is a current liability. If notes payable increases, 
you owe more money to your bank, and this also means the bank just loan you more money – 
cash, and now you have more cash. Thus an increase in current liabilities is a source of cash, 
and therefore needs to be added to net income. 

https://accounts.As
https://losses.To


   

    

 
 

   

 
 

 
 
 
 

Operating Activities 

Net Income 

Add: Non-Cash Items 

Add: Losses on Sale of Long Term Assets 

Subtract: Gains on Sale of Long Term Assets 

Add: Decrease in Current Assets 

Subtract: Increase in Current Assets 

Add: Increase in Current Liabilities 

Subtract: Decrease in Current Liabilities 

= Cash Provided/(Used) By Operating Activities 

Income 
Statement 

L Balance 
J " Sheet 

Subtract decreases in current liabilities
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4. Subtract decreases in current liabilities – accounts payable is a current liability. If accounts 
payable decreases, that means you paid some of the bills you owe to your vendor so you now 
owe less. This also means you have less cash. Thus a decrease in current liabilities is a use of 
cash, and therefore needs to be subtracted from net income. 

In summary, for current assets accounts, the changes have an opposite efect – that is, you subtract increases 
and add decreases. For current liabilities accounts, the changes have the same efect – that is, you add increases 
and subtract decrease. 

Finally, any relevant information that may include signifcant non-cash activities will be included and listed at 
the very end of a SCF. 

Key Takeaways: Compiling the Operating Activities Section of a SCF 



  

      
  

  
 

  
    

    
    

    

  

  

  

  

  

 

MODULE 7 

Financial Statement Analysis 

Learning Objectives 

1. Discuss the need for fnancial statement analysis. 

2. Identify the tools of fnancial statement analysis. 

3. Explain and apply horizontal analysis. 

4. Explain and apply vertical analysis. 

5. Identify and explain ratios analysis. 

NEED FOR ANALYSIS 

Businesses communicate their fnancial results via their fnancial statements. If you look at an income statement 
and see a net income of $10,000, what will you say about this company? Good? Bad? So-so? And how can it be 
bad? It is making money? But what if this company is in an industry that every other competitors are all netting 
millions, and this one only netted $10,000? Thus, there is a need for fnancial statement analysis. 

When analyzing the fnancial data of a company, you can compare a company to itself. This is called 
intracompany comparison or analysis. You may wonder why do I need to compare me to myself? Well, perhaps 
you want to see if you make more money this year than last year. Or, you can compare your actual results to 
your budgeted amounts. On the other hand, you can also compare yourself to the entire industry. There are 
many industry standards available to you. At the UH Library, you can access an e-version of RMA. All industries 
are given a code and you simply look up the code for the industry a company belongs and you can compare your 
results to that of the industry. Below are some examples: 

• § Dun & Bradstreet 

• § RMA – Risk Management Association’s Financial Ratios Benchmarks (will probably see in other classes) 

• § Standard & Poor’s 

• § Moody’s 
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In addition, for the hospitality industry, Smith Travel Research (STR), CBRE, and HVS all provide various statistics, 
from operational to fnancial, for management and owners. If you work in the hotel segment of the hospitality 
industry and especially if you are in the front ofce, you might have heard of the the STAR report from STR. 

TOOLS OF FINANCIAL STATEMENT ANALYSIS 

The three major tools for fnancial statement analyses are horizontal analysis, vertical analysis, and ratios analysis. 
You might have used some of them and just never knew their academic name. Horizontal analysis is also called 
comparative analysis. It is looking at least two points in time or in other words, over a period of time, to see how 
the account value changes. There are two calculations in horizontal analysis: $ change and % change. 

Vertical analysis is also called common size analysis, as the goal is to express each line-items as a % of a common 
base (thus the name common-size), where the base is always 100% and thus each line-item (or each account) 
makes up a percentage of the total. 

Ratios analysis is expressing relationships between two accounts where one number is divided into another to 
obtain a percentage, times, or a proportion. 

HORIZONTAL ANALYSIS 

Take a look at the cash account in the example below. Again, horizontal analysis look at two points in time and 
calculate frst the dollar change. Then, the dollar change is divided into the base (old, or beginning) amount to 
obtain the % change. It is the same principle as if you have your frst raise in your frst job. You made $10 an hour 
and now your boss gives you a raise and pays you $12. When you go home and share the good news with your 
parents, they ask, “What is the raise?”, and you say “$2” because you used your new pay $12 to minus your old pay 
“$10”. And, when they ask, “What is the percentage raise your boss gave you?”, and you say “20%” because you 
used your raise in dollar, $2, and divide that over your old pay of $10. 
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Examples: Horizontal Analysis 

Key Takeaways: Horizontal Analysis Formula 

Horizontal analysis dollar change = Current Year Amount – Base Year Amount 
Horizontal analysis percentage change = (Current Year Amount – Base Year Amount) / Base Year Amount 
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Examples: Horizontal Analyses of a Balance Sheet and Summary Operating Statement 



20Xl 20X2 Variance Variance% 
Revenues 

Room 600,000 750,000 150,000 25.0% 
food & Beverage 350,000 390,000 40,000 11.4% 
Other Operated Departments 50,000 60,000 10,000 20.0% 
Miscellaneous Income 10,000 12,500 2,500 25.0% 

Total Opera ting Revenue 1,010 ,000 1,212 ,500 202,500 20.0% 

Departmenta l Expenses 
Rooms 140,000 155,000 15,000 10.7% 
food & Beverage 225,000 251,000 26,000 11.6% 
Other Operated Departments 61,286 69,086 7,800 12.7% 

Total Department Expenses 426 ,286 475,086 48 ,800 11.4% 

Total Depaitmenta l Profit 583,714 737,414 153,700 26.3% 

Undistributed • xpenses 
Administrative & General 100,000 111,000 11,000 11.0% 
Informat ion and Telecommunications Systems 20,000 32,000 12,000 60.0% 
Sales & Marketing 55,000 60,000 5,000 9.1% 
Property Operat ion 45,000 55,000 10,000 22.2% 
Utilities 50,000 56,000 6,000 12.0% 

Total Undistributed Expenses 270,000 314,000 44 ,000 16.3% 

Gross Operating Profit 313,714 423,414 109,700 35.0% 

20X5 20X6 $ Chane:e % Chane:e 
Cash 29,000 34,000 
Accounts Receivable 26,786 25,167 
Inventories 13,299 15,032 
Prepaid expenses 8,965 8,077 
Total current assets 78,050 82,276 

20X5 20X6 $ Chane:e % Chane:e 
Cash 29,000 34,000 5,000 17.24% 
Accounts Receivable 26,786 25,167 (1,619) (6.04%) 
Inventories 13,299 15,032 1,733 13.03% 
Prepaid expenses 8.965 8.077 (888) (9.91%) 
Total current assets 78.050 82.276 4,226 5.41% 
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Exercises: Horizontal Analysis 



  
  

 
  

  
  

  

 

 
 
 
 
 
 
 
 

20X2 
ASSETS 

Cash 
Current Assets 

i 104,625 1 Cash 
Marketable Securities 

Total Assets 
)84 ,68) 

Accounts Receivable (net) 1,615,488 
Inventories 98,350 
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% Cash to Total Assets 
Total Current Assets 2,615,625 
Property & Equipment 

' 
Land 905,700 
Buildings 5,434,200 
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104,625 / 10,409,510 = 0.01 
Total Property & Equipment 7,735,535 
Other Assets 

i 
ilil ii i&I 

or 1.00% TOTAL ASSETS 10,409,510 1 
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VERTICAL ANALYSIS 

Vertical analysis is also called common size analysis, as the goal is to express each line-items as a % of a common 
base (thus the name common-size), where the base is always 100% and thus each line-item (or each account) 
makes up a percentage of the total. There is only one calculation for vertical analysis – calculating the % of each 
individual account or line-items to the base – but depending on the statement, the base is diferent. 

For an income statement, the base is always the total revenues. And, if net revenues is given, then use net 
revenues. The logic is that revenues is the total, the entire pie so to speak, and everything is part of the total, part 
of the pie. For a balance sheet, the base is always total assets as that is what and how the company is made up 
of, such as how much of the company is made up of current assets or long-term assets. Since A = L + OE, then 
of course total liabilities and owner’s equity added together is also the base as these two numbers (A and L+OE) 
equal each other. 

Examples: Vertical Analysis 
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Examples: Vertical Analysis of an Income Statement (Summary Operating Statement) 
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December31 
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Examples: Vertical Analysis of a Balance Sheet 

Exercises: Vertical Analysis for the Liabilities and Stockholders’ Equity 



 

  
  

  
  

  

   
 

 

 

Norman's Bistro 
Balance Sheet 
December31 

Liabilities 
Accounts Payable 87,405 58.29% 
Interest Payable 8,978 5.99% 
Note Payable 6,005 4.00% 

Stockholders' Equity 
Common Stock 12,818 8.55% 
Retained Earnings 34,735 23.17% 

Total Liabilities and SE 149,941 100.00% 
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RATIOS ANALYSIS 

Ratios express the relationship among “selected” items of fnancial statement data from the income statement, 
balance sheet, SCF, departmental statement, and others. They can be expressed in the forms of percentage 
(such as proft, labor cost, food cost, etc.), per unit (such as average check), turnover (such as seat turnover in a 
restaurant), or coverage (such as current ratio or times interest earned). All ratios are the results of one number 
divided by another. If the two numbers are from the same statement (e.g. both from the income statement and 
both from the balance sheet), you just need to divide the two numbers. However, if one of the numbers come 
from a period statement such as and income statement, and one is from a dated statement such as a balance 
sheet, then you will need to average the beginning and ending values of the balance sheet accounts before 
dividing the numbers. You will see such examples in the calculation of return on assets and return on equity later. 

There are 5 major types of ratios: 

• Liquidity 

• Solvency 

• Activity 

• Proftability 

• Operating 

In this class, we will concentrate on liquidity, solvency, and proftability and you will learn the others in your 
managerial accounting class. 
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LIQUIDITY RATIOS 

Liquidity ratios measure the short-term ability of a business to pay its obligations and meet unexpected needs for 
cash. The two liquidity ratios we will cover here are current ratio and acid-test ratio: 

• Current = current assets/ current liabilities (rate or times) – this means for every dollar of CL you owe, 
you have $X in CA to pay for it, or to cover that debt. 

• Acid-test or Quick = (cash + receivables)/current liabilities (rate or times) – this is very similar to current 
ratio as it also measures liquidity but it is more restrictive or conservative as it only uses cash and 
receivables as the numerator to over current liabilities and not the other current asset accounts. 

SOLVENCY RATIOS 

Solvency ratios measures the ability of a company to survive over a long period of time, paying or covering its debt 
for the long-term. Two solvency ratios will be covered in this class: 

• Debt to Asset = total liabilities/ total assets (percentage) – from the formula, you can see that this 
measures how much of a percentage of a company (total assets – what the company has) is fnanced 
with debt. Every business will have some level of debt. A 40%-60% is average but if a company has a 
very high percentage, this can signify problems because the more debt a company has, the more 
interest it will have to pay back to its creditor on a regular basis, let alone paying back the principal of 
the loan or debt. 

• Times interest earned (TIE) = Earnings Before Interest expense and income Tax (or EBIT) / interest 
expense (rate or times). This ratio indicates how many times you can pay of your interest with your 
earnings before interest and income tax. Interest and income tax are the last two items to be deducted 
before one derives the net income of a company. In this case, you would like this ratio to be high, 
meaning that the company is more than able to its interests. For example, if the ratio is 5, that means 
the company has resources to pay for or cover their interest obligations fve times over. 

PROFITABILITY RATIOS 

Proftability ratios measure the net income or operating success of a company for a given period. As mentioned 
earlier, if one of the numbers come from a period statement such as an income statement, and one is from a 
dated statement such as a balance sheet, then you will need to average the beginning and ending values of the 
balance sheet accounts before dividing the numbers. Three proftability ratios are covered below: 
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• Proft margin = net income / net sales – this tells for every dollar a company brings in as sales, the 
percentage that it is able to net in terms of income. 

• Return on assets = net income / average assets – this tell us for every dollar a company invests in its 
assets, the percentage that it is able to net in terms of income. In this case, the assets needs to be the 
averaged number. 

• Return on equity = net income / average equity – this tell us for every dollar a company invests in its 
equity, the percentage that it is able to net in terms of income. In this case, the equity needs to be the 
averaged number. 

Examples: Ratios Analysis for SYSCO Corporation 
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Please calculate the following ratios for 2017Please calculate the following ratios for 2017 

Liquidity 

• Current = current assets/current liabilities 

◦ Current = 8,033,438/6,095,886 

◦ Current = 1.32 times 

• Acid-test or Quick = (cash + receivables)/current liabilities 

◦ Acid test = (896,502 + 4,012,393)/6,095,886 

◦ Acid test = .81 times 

Solvency 

• Debt to Asset = total liabilities/ total assets 

◦ Debt to Asset = 15,292,300/17,756,655 [hint: make sure you add both current and long-term liabilities] 

◦ Debt to Asset = 86.12% 

• Times interest earned (TIE) =Earnings Before Interest expense and income Tax/interest expense 

◦ TIE = 2,069,108/302,878 [hint: make sure you add net income + tax + interest as the numerator] 

◦ TIE = 6.86 times 
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Proftability 

• Proft Margin = net income/sales 

◦ Proft margin = 1,142,503/55,371,139 

◦ Proft margin = 2.06% 

• ROA = net income/avg. assets 

◦ ROA = 1,142,503/((17,756,655 + 16,721,804)/2) 

◦ ROA = 6.63% 

• ROE = net income/avg. equity 

◦ ROE = 1,142,503/((2,381,516 + 3,479,608)/2) 

◦ ROE = 38.99% 

SUMMARY 

With the three tools of fnancial statement analysis, one can better understand the fnancial picture of a company, 
and therefore will be able to make better decisions for the operation. 



  

  

  

 
 

 
    

 
  

MODULE 8 

Inventories and Cost of Goods Calculation 

Learning Objectives 

1. Determine what are included in determining inventory quantities. 

2. Prepare the entries for purchases and sales of inventory under a periodic inventory system. 

3. Determine cost of goods sold under a periodic inventory system. 

4. Explain the basis of accounting for inventories, and describe the inventory cost-fow methods. 

5. Explain the fnancial statement and tax efects of each of the inventory cost-fow methods. 

6. Indicate the efects of inventory errors on fnancial statements. 

DETERMINING INVENTORY QUANTITIES 

Before discussing all the details of inventory and cost fows, let us frst look at some basic terminology. Inventory 
is part of current assets and merchandise Inventory is inventory that is (1) owned by the company and (2) in a 
form ready for sale in the ordinary course of business. In our business, we only carry a small amount of inventory 
because we should not have a lot of food items in our storerooms, walk-ins, or freezers as we should keep our 
food as fresh as possible. 

However, in manufacturing, inventory can even be further divided into: 

• Finished Goods – inventory completed and ready for sale 

• Work in Process – inventory in various stages of production/completion 

• Raw Materials – inventory and components on hand waiting to be used in production 

Therefore, managing inventory properly is a very important part of operating a good and successful business. 

There are two major inventory systems. First, the perpetual inventory system. This means as soon as 
something is bought and sold, the business continuously update its inventory as purchases and sales are made. 
Obviously, this is not practical for most businesses and surely not for hospitality. Thus, we use the periodic 
inventory system where the inventory is adjusted at the end of a reporting cycle – hence our food cost and 
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Two accounting systems are used to record transactions 
involving inventory: 

Inventory Method 

Inventory account updated as purchases are made 

Inventory account updated as sales are made 

Inventory account always equals ending inventory value 

Inventory must be counted at the end of account ing period to determine 
ending value 

Inventory account equals ending inventory value only after adjusting entry 
based on inventory count 

Jllmlrnlll[ 
Perpetual 

X 

X 

X 

Periodic 

X 

X 

X 
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beverage costs adjustments that you have learned and mastered in Module 4. Below is a graphical comparison 
of the two inventory systems: 

In determining what is the QUANTITY in inventory, there are a two steps one needs to include: 

Step #1 – Take a Physical Inventory. This involves counting, weighing, or measuring each item of inventory 
on hand. The quantities of each inventory item counted is documented on the inventory summary sheet, and 
extended with the dollar amount. 

Step #2 – Determining the Ownership of Goods. There are two terms that will help determine who owns 
the products. For everyday order of food or beverage, these terms are not applicable because the restaurant, or 
hotel, or club, does not own the food until the food is received at the back dock or in storage area. However, if 
a major hotel company is retroftting or remodeling a number of its hotels and has ordered a large quantity of 
furniture and equipment to be shipped directly from the factory, then the term free on board or FOB will apply. 

There are two FOBs. First, FOB Shipping Point means the ownership of the goods transfers to the buyer when 
goods are shipped. This may be in the US, or India, or China, or Germany – basically, anywhere. So, as the seller, 
you will want to use this option because if for some reason the goods are damaged during transit, it is not the 
your good anymore. However, as a buyer, you SHOULD NOT want this option as you do not want to take on the 
risk of receiving damaged products. Thus the second FOB is FOB Destination. This is when the ownership of the 
goods transfers to the buyer when the carrier delivers the goods to the buyer. Thus, as a buyer, you will want to 
use FOB Destination. 
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Key Takeaways: FOBs 

Once the quantity is determined, now, we can fnd the value or the dollar amount of the inventory. The formula 
for calculating the value of inventory is: 

Value of inventory = Invoice Price + Freight-in on purchases – Purchase returns – Purchase discounts 

Key Takeaways: Value of Inventory 



  
  

  

 

  
  

  

    

 

 
  

  
  

  

    
  

Purchased Inventory of $100 on Account 

Accounts Payable 

Purchase Inventory of $100 

l·tiMIIMBI 
100 

100 

Returned $10 of Purchased Inventory 

Accounts Payable 

Returns & Allowances 

Return Purchased Inventory 

l·ffiMIIMBI 
10 

10 

Freight-In 

Cash 

Freight Costs 

5 

5 
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JOURNAL ENTRIES FOR PURCHASES AND SALES OF INVENTORY (PERIODIC 
INVENTORY SYSTEM) 

By now, you have completed a good number of journal entries including adjustments and closing entries. Here 
we are putting two processes one after another and see what journal entries are needed to record them. The 
frst process is when you as the business buy food or any inventory and then pay your vendors. The second 
process is when you as the business sell these inventory items to your customers and then receive the 
payments from your customers. 

RECORDING PURCHASES AND PAYMENTS OF MERCHANDISE/FOOD/SERVICES 

Here, to make it simple, assume you are the manager of a country club and we just called the purchase you made 
“purchases”. Obviously, if it is food, you should have used “food inventory”, if it is beverages, then “beverage 
inventory” etc. And, since it was bought on account, you debited purchases and credit accounts payable with the 
explanation “purchase inventory of $100”. But once your chef opened the boxes, she found that some of the food 
items were not up to par, so you called up the vendor and you told the vendor that you are returning $10 of the 
purchases to them. And, in this particular purchase, you are also charged a $5 fee for freight. The appropriate 
journal entries are as follow: 

In this example, this particular vendor also ofers purchase discounts. Purchase discounts are given as an 
incentive so you, the buyer, will pay the vendor early. This helps with the cash fow of the vendor, the seller. If 
these discounts are taken by you the buyer, the vendor will be able to collect their money earlier. In order to 
entice you the buyer to pay early, the vendor in this example is ofering its clients terms of (1/10, n/30). The “1/10” 
means you, the buyer, will get a 1% discount on what you owe if you pay within the frst 10 days of the invoice; if 
not, the net amount is due in 30 days, hence “n/30”. So, if a purchase discount is taken, then 1% of what you owe 
$90 = $0.90, will be deducted from that total amount owed. Remember, although you bought $100, you returned 
$10, so you only owe $90. 



 
  

 

  
    

  
 

 
  

 
  

    

 

Purchases 100 

When this $100 purchase of inventory was made the 
vendor offered the following cash discounts (1/10, n/30) 

Accounts Payable 

Purchase Inventory of $100 

100 

The amount owed of $100, minus the return of $10, is now only $90. 
It is being paid in 10 days in order to take the 1% discount. 

$90 x .01 = $0.90; therefore, $900 - 0.90 discount = $89.10 cash payment 

Debit Credit 

Purchase Discounts 

Cash 

Payment of Purchase made on Account and taking discount 

90 

0.90 

89.10 
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The terms of purchase discounts are often written in the form of “a/b, x/y” where: 

• a = % discount ofered 

• b = number of days discount is valid 

• x = is normally the amount, thus “n” for net, and 

• y = fnal due date before a late fee or penalty is charged 

So, a 1/15, n/EOM means 1% of if paid within the frst 15 days of invoice, and the full amount is due end of month. 

RECORDING SALES AND PAYMENTS OF MERCHANDISE/FOOD/SERVICES 

Now that you have purchased some inventory, you made a sale to your client. And in this example, it is a credit 
sale of $220. Since you have not received the cash, you debited accounts receivable and credited revenues. You 
also ofer terms of 1/10, n/30. Since you are now the seller, this is now called a “sales discount”. 

In the meantime, something was wrong with your products and your client returned $20 worth of product. 
So, you debited sales returns and allowances and credited accounts receivable. Note that when you credited 
accounts receivable of $20, the amount that this client owes you becomes $200 ($220 – $20). 

This client also wants to take advantage of the discount, so she pays within 10 days of the invoice date. Since 
she owe you $200, 1% of $200 is $2. And, so she only writes you a check of $198 ($200 – $2). When you receive the 
her check, you debited cash of $198, recognized the sales discount of $2, and cleared out her account by crediting 
accounts receivable. 



  

  

 
 

  
  

  
  

  

 
  

  
 

  

 

Customer Purchase $220 on Account 

--

Accounts Receivable 

Merchandise Revenue 

Sale on Account of $220 

D 

l·ffiMIIMBI 
220 

220 

Customer Returns $20 of Items Purchased 

Sales Returns & Allowances 

Accounts Receivable 

Return by Customer 

l·ffiMIIMBI 
20 

20 

• Customer is offered terms of 1/10, n/30 
• Balance is $200 after return, so $200 x .01 = 2 
• $200 - 2 discounts = $198 

Customer Pays Within Discount Terms 

--------

Cash 

Sales Discounts 

Accounts Receivable 

Customer Payment Received 

l·ffiMIIMBI 
198 

2 

200 
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INVENTORY COST OF GOODS CALCULATIONS 

In the vertical (common size) analysis, you may recall that in an income statement, the common base is sales (or 
revenues) for all accounts except the cost accounts. In food cost calculation and beverage cost calculation, food 
cost and beverage cost are divided into food sales and beverage sales respectively rather than lumping all costs 
together to be divided by total sales. The formulas therefore are as follow: 

Food Cost % = Cost of Food Sold / Food Sales 
Beverage Cost % = Cost of Beverage Sold / Beverage Sales 

The reason behind this treatment are various. Beverages in our business does not mean water, sodas, iced-
tea, or juice; beverages are “alcoholic beverage” – liquor, beer, and wine. The frst reason why we do not divide 
food cost and beverage cost by total sales is that food and beverage have diferent cost structures. What we 
mean by that is food and beverage are priced diferently. Food cost can run from mid 20% to even 50% plus but 
beverage costs are normally much lower. A bottle of wine at a grocery store may only cost $10 but if purchased 
at a restaurant, it can be priced at $60 plus. 

Second, food and beverage also contribute diferently to a business in terms of sales. Most food outlets will sell 
more food rather than beverages. Most bars or beverage alone operations will sell more beverages than food. 

Third, alcoholic and beverage commissions levy taxes on alcoholic beverages so these sales need to be tallied 
separately. For these and other reasons, food cost is always calculated over food sales, and beverage cost, 
beverage sales. 
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INVENTORY COST FLOW METHODS AND CALCULATIONS 

THE METHODS 

There are four cost fow methods: specifc identifcation, frst-in frst out, last-in frst out, and weighted average. 

Specifc Identifcation tracks the actual physical fow of the goods as they are purchased and sold. Each item 
is marked, tagged or coded. This method is the most accurate for recording inventory and cost of goods sold. 
However, it is often impractical. While you will not see it in our industry, for businesses that sells high priced item 
(car dealership, jewelry store), specifcation identifcation is used. 

First-in, frst-out (FIFO) assumes the earliest (oldest) goods purchased are the frst to be sold. This method 
often parallels the actual physical fow of merchandise, and the ending inventory calculation is therefore based on 
the latest units purchased since those should be the ones that are left and not sold as yet. 

On the other end, Last-in, frst-out (LIFO) assumes the latest (most recent) goods purchased are the frst 
to be sold. This method rarely coincides with the actual physical fow of merchandise in our business as the 
ending inventory calculation is based on the oldest units purchased. Just imagine – the oldest food is the ending 
inventory! Therefore, this is not normally used in hospitality. 

The last method is weighted average cost or weighted average. This method assumes the goods available for 
sale have the same cost per unit. The cost of good sold (COGS) therefore is calculated by multiplying the average 
cost by the number of units sold, and the ending inventory is calculated by multiplying the average cost by the 
number of units on hand at the end of the accounting period. In other words, 

• Weighted average unit cost = total cost of goods available for sale / total quantity available for sale 

It is perfectly legal for a business to use any of these inventory cost fow method to cost out their inventory, 
while in practice, they may be doing something else. For instance, it makes sense for a hotel to use FIFO but their 
employees are simply grabbing items from the storerooms to use and do not rotate the stock properly and take 
the oldest inventory frst. However, it is not acceptable that a business went with one method one year and then 
changed to another one, then a third one the next year, and then reverted back to the frst method. If so, this 
business will be violating the consistency principle! Let’s take a look at an example calculation. 

THE CALCULATIONS 

Cougar Hotel has a small wine inventory. On January 1, it was noted that 700 bottles were in the storeroom, and 
the cost for each bottle is $42. Therefore, the total cost was 700 x $42 = $29,400. During the month of January, it 
purchased 4 more lots of wine and thus it has a total inventory amount of 1,750 bottles. For instance, on January 
3, 200 bottles were purchased and the per bottle cost was $44, thus a total cost of $8,800 is found in the total cost 
column. At the end of the month on January 31, when the manager counted all the bottles left in the storeroom, 
instead of the total of 1,750, only 500 bottles were left. 



 

   
  

 
 

  
  

    
  

  

 

Date 
Beg. Inventory 

1/3 
1/15 
1/21 
1/29 

COUGAR HOTEL 
WINE INVENTORY 

January 20X1 
Units Cost Per Unit 

700 $42 
200 $44 
350 $45 
300 $47 
200 $48 

Total Goods Available to Sell 1,750 

owof Fl 
Cons umption 

" 

Date 
Beg. Inventory 

1/3 
1/15 
1/21 
1/29 

COUGAR HOTEL 
WINE INVENTORY 

January 20X1 
Units Cost Per Un it 

700 $42 
200 $44 
350 $45 

1 300 i\ ~ 7 
\.. 200-l/ $48 

Total Goods Available to Sell 1,750 

Total Cost 
29,400 

8,800 
15,750 
14,100 

9,600 
77,650 

Total Cost 
29,400 

8,800 -
__.--1-5;750 

14,100 
9,600 

77,650 
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Using FIFO, LIFO and weighted average, calculate the ending inventory, cost of beverage sold, and gross 
proft for each inventory cost fow method if Cougar Hotel is selling this wine at $60 a bottle. [Again, these 
numbers are purposely set at a small amount for demonstration purpose. If a bottle of wine costs $42, rest 
assured foodservice places will be selling it for way more than the $60 used in this example.] 

FIFO – if FIFO (frst-in, frst-out) is used, then what remains or is left over can be found the lots that are 
purchased most recently. The last purchase had 200 bottles, but that is not enough to make up the 500 bottles 
that are left in the inventory. So, you will start from the bottom, and take all the units until you reach the ending 
inventory of 500. In this case, you started with the 200 so you need 300 more to make it to 500. It is just lucky 
that the next purchase is exactly 300. So, you take these 500 bottles and their costs and that is the answer for 
the ending inventory. In this case, 300 bottles x $47 = $14,100, and 200 bottles x $48 = $9,600. Thus, the ending 
inventory under the FIFO method is $23,700 ($14,100 + $9,600). 



  

  

 
  

  
  

 

 
  

  

 
 

  
  

  
 

COUGAR HOTEL 

WINE INVENTORY 
January 2DX1 

Date Units Cost Per Unit Total Cost 
Beg, Inventory 700 

1/3 200 
1/15 350 
1/21 ~uu 

1/29 200 
Total Goods Available to Sell 1,750 

Date Units 

1/ 21 300 
1/ 29 200 

Ending Inventory Value 500 

ta l Goods Availab le to Sell To 

Le ss : Ending Inventory 
= Cost of Goods Sold 

$42 29,400 
$44 8,800 
$45 15,750 
~ .. , i<t , lUU 

$48 9,600 
77,650 

Cost Per Unit Tota l Cost 
$47 14,100 
$48 9,600 

23,700 

77,650 
- 23,700 

53,950 

When an inventory is taken 
on January 31, 20X1: 
• 500 units (bottles) were 

counted 
• All bottles of wine were 

sold for $60 a bottle. 

If 500 bottles were left then 1,250 were sold. 
1,750 - 500 = 1,250 

Sale 5 (1,250 X $60) 75,000 100 .0% 
71.9% 
28.1% 

Less : Cost of Goods Sold - 53,950 
--~--

=Gr 055 Profit 21,050 
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To then calculate the cost of beverage sold, there are two ways. The easiest way is that if your total inventory 
of 1,750 bottles is worth $77,650, and that your ending inventory is $23,700, then take the diference of the two 
and you will get cost of beverage sold as $53,950. Inventory is either sold or left over, so these numbers should 
totaled up nicely. 

The second way is that if you know you have only 500 bottles left, that means you have sold 1,250 bottles. Since 
this is FIFO, you will start from the top to start selling until you reach 1,250 bottle and the fnd the corresponding 
costs and add them up. This is of course a much longer method with more calculations and thus more chance for 
mistakes. However, if you love numbers, you can do both methods to check your answers! 

As for the gross proft, recall from Module 6 that revenues – cost of goods sold = gross proft. So, in this example, 
Cougar Hotel sold 1,250 bottles at $60, collecting revenues of $70,000. With a cost of beverage sold of $53,950, its 
gross proft is therefore, $21,050 ($70,000 – $53, 950). 

LIFO – if LIFO is used (last-in, frst-out), then what remains will be in the lots that are the oldest 
– from the beginning inventory. Cougar Hotel has 700 bottles in the beginning 
inventory and you only need 500 since the ending inventory is only 500. Thus, 
500 bottles at $42 per bottle, $21,000 is the value of the ending inventory under 
the LIFO method. Again, you only need to get to the 500 bottles, no more, no less. 



 

  
   

  

 

 
 

  
  

 
 

      

   
 

I Flow of 
Consumption Date 

I [\ Beg, Inventory 

1/3 
1/ 15 
1/ 21 
1/ 29 

COUGAR HOTEL 
WINE INVENTORY 

January 20X1 

Units Cost Per Unit 

l 700 l) ~ c." JI.., 
T -

200 $44 
350 $45 
300 $47 
200 $48 

Total Goods Available to Sell 1,750 

Total Cost 
?9 400 

8,800 
15,750 
14,100 
9,600 

77,650 
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To calculate the cost of beverage sold under LIFO, once again, take the value of your total inventory of 1,750 
bottles of $77,650, and minus the ending inventory of $21,000, you will get cost of beverage sold as $56,650. You 
can also try the second method just to check the fgures. Since you took 500 bottles from the beginning inventory 
and that is your leftover, that means the other 200 bottles and all the purchases have been sold. Multiply all these 
bottles sold, all 1,250 of them to their corresponding costs, you will also come to the same conclusion, that the 
cost of beverage sold is $56,650. 

As for the gross proft under LIFO, subtract the cost of beverage sold of $56,560 from the revenues of selling 
those 1,250 bottles at $60 (or $70,000), the gross proft under the LIFO method is therefore, $21,050. 

Weighted Average Cost – according to the formula, the per bottle weighted average unit cost = total cost of 
goods available for sale / total quantity available for sale. The total cost of beverage available for sale is $77,650 
and the total quantity available is 1,750 bottles. Therefore the weighted average cost per bottle is $77650/1,750 
or $44.37 per bottle. 

Please note that adding up all the unit costs of $42, $44, 45, $47, and $48 and dividing that by 5 is NOT the 
“weighted” average. That is a simple average. No weights were included. By multiplying each cost by the bottles 
(weight) associated with each cost, and then use that number ($77, 650) to be divided by the total bottles of 1,750, 
that is “weighted”. So please DO NOT just add the costs alone and average them out. 



 
    

 

  
 

 

Date 
Beg. Inventory 

1/3 
1/15 
1/21 
1/29 

Total Goods Available to Sell 

Tota l Goods Available to Sell 
Divided by: Total Units Available to Sell 
Average Cost Per Unit 
Ending Inventory Value (rounded) 

Total Goods Availab le to Sell 
Less: Ending Inventory 
= Cost of Goods Sold 

Total Goods Available to Sell 
Less: Ending Inventory 

= Cost of Goods Sold 

Total Goods Available to Sell 
Less: Ending Inventory 
= Cost of Goods Sold 

Total Goods Availab le to Sell 
Less: Ending Inventory 
= Cost of Goods Sold 

COUGAR HOTEL 

WINE INVENTORY 

January ZOXl 
Units Per 

700 $42 
200 $44 
350 $45 
300 $47 
200 $48 

1,750 

77,650 
1,750 
44 .37 

Total Cost 
29,400 

8,800 
15,750 
14,100 
9,600 

n,&so 

22,186 <<<500 Units x $44.37 

When an inventory is 
taken on January 31, 
20X1: 
• 500 units (bottles) 

were counted 
• All bottles of wine 

were sold for $60 a 
bottle. 

77,650 
22,186 

Sales (1,250 x $60) 75,000 100.0% 
74.0% 
26.0% 

Less: Cost of Goods Sold - 55,464 
55,464 =Gross Profit 19,536 

FIFO 

77,650 Sales (1,250 x $60) 75,000 100.0% 

23,700 Less: Cost of Goods Sold - 53,950 71.9% 

53,950 =Gross Profit 21,050 28.1% 

LIFO 

77,650 Sales (1,250 x $60) 75,000 100.0% 
21,000 Less: Cost of Goods Sold - 56,650 75.5% 
56,650 =Gross Profit 18,350 24.5% 

WEIGHTED AVERAGE 

77,650 Sales (1,250 x $60) 75,000 100.0% 
22,186 Less: Cost of Goods Sold - 55,464 74.0% 
55,464 =Gross Profit 19,536 26.0% 
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But $44.37 is only the per bottle cost. So, the ending inventory will be $44.37 x 500 bottles or $22,186. Following 
the same methods used above, the cost of beverage sold therefore is $77,650 – $22, 186 = $55,464; and the gross 
proft is $75,000 – $55,464 = $19, 536. 

FINANCIAL STATEMENT AND TAX EFFECTS 

Obviously, depending on which of the three methods a business uses, the efects of these calculations will be 
diferent on the business. Take a look at the answers from all three methods: 

During times of infation, when prices keep on going higher and higher (as in this example $42, $44, 45, $47, 



  
    

  
 

 

    
  

 

 
  

  
  

 

  
    

   

 
 

              

            

            

            

            

 

FFECTS OF INVENTORY ERRORS ON FINANCIAL STATEMENTS 
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and $48), FIFO has the lowest cost ($53,950). This is because the oldest inventory, with the lowest costs, is sold 
frst. The inventory left is at the higher cost level and is valued at approximate replacement cost. With the highest 
inventory value amongst the three methods, the efect on the balance sheet will show the business has more 
asset. With the lowest cost, the efect on the income statement would be higher taxable income, and the business 
will pay more tax. 

On the other hand, during times of infation, LIFO produces the highest costs since the newest inventory with 
the highest cost is sold frst. The inventory left is at the lower cost level. With the lowest inventory value amongst 
the three methods, the efect on the balance sheet will show the business has less asset. With the highest cost 
of beverage sold, the efect on the income statement would be a lower taxable income, and the business will pay 
less tax. 

The weighted average cost method always produces a result in the middle between FIFO and LIFO. 

During times of defation, when prices keep on dropping, the exact opposite is true. FIFO will have the highest 
cost and thus the lowest proft, the lowest taxable income and business will pay less tax. And, LIFO will now 
have the lowest cost, thus the highest proft, highest taxable income, and business will pay more tax. Again, the 
weighted average cost method produces numbers that are between the two methods of LIFO and FIFO. 

EFFECTS OF INVENTORY ERRORS ON FINANCIAL STATEMENTS 

As mentioned above, diferent inventory cost fow methods yield diferent efects on the balance sheet and the 
income statement in times of infation and defation. In general, FIFO costs allocated to ending inventory will be 
close to their current cost, while LIFO costs allocated to ending inventory may be understated when compared 
to current cost. At the end, which method (FIFO, LIFO, average, etc.) a company selects is up to the company! 
However, do remember to observe the guidelines of GAAP and do not let the temptation of paying less taxes in a 
particular year dictates which method you should use to value your inventory. 

Examples: Cost Flow Methods 

The following is information on a special menu item for the Pacifc Steakhouse. The beef is fown by air to the restaurant from Japan once 
a week. Below are the inventory amounts for this special beef for the month of March 20xx. Each pound of beef was sold for $100. A physical 
inventory on March 31 revealed that 65 pounds are on hand. Please calculate the value of the ending inventory, cost of food sold, and gross 
proft using FIFO, LIFO, and weighted average methods. 

3/1 Beginning Inventory 10 x $85.00 = $ 850 

3/7 Purchase 40 x $88.00 = $3,520 

3/14 Purchase 60 x $90.25 = $5,415 

3/21 Purchase 75 x $93.75 = $7,031.25 

3/28 Purchase 80 x $98.00 = $7,840 
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To set up the problem, frst calculate the total pounds of beef available and the total value of all the beef. This will also be a big help when 
you are ready to calculate the weighted average cost. 

1. Total pound available = 10 + 40 + 60 + 75 + 80 = 265 pounds 

2. Total value = $850 + $3, 520 + $5,415 + $7,031,25 + $7,840 = $24,656.25 
3. Total sold = 265 (total available) – 65 (left over) = 200 
4. Calculations: 

FIFO LIFO Weighted Average 

Ending 
Inventory 65 x $98 = $6370 

10 x $85 = $850 
40 x $88 = $3520 
15 x $90.25 = $1353.75 
850+3520+1353.75 = $5723.75 

24,656.25/265 = $93.04 
65 x $93.04 = $6047.60 

COFS $24,656.25 
– $6370.00 
= $18,286.25 

$24,656.25 
– $5723.75 
= $18,932.50 

$24,656.25 
– $6047.60 
= $18,608.65 

Gross Proft 
200 x $100 = 20,000 

20,000 – $18,283.25 
= $1,719.75 

200 x $100 = 20,000 
20,000 – $18,932.50 
= $1,067.5 

200 x $100 = 20,000 
20,000 – $18,608.65 
= $1,391.35 



  

 

 

 
  

 

  

 
  

MODULE 9 

Internal Controls and Cash 

Learning Objectives 

1. Defne internal control. 

2. Identify the principles of internal control. 

3. Explain the applications of internal control principles to cash receipts. 

4. Explain the applications of internal control principles to cash disbursements. 

5. Indicate the control features of a bank account. 

6. Prepare a bank reconciliation. 

INTERNAL CONTROL AND ITS PRINCIPLES 

WHAT IS INTERNAL CONTROL? 

Internal control is the safeguarding of assets from any unauthorized use including employee theft and robbery. 
Control procedures enhance the accuracy and reliability of accounting records. With rules and procedures to 
follow, the risk of errors and irregularities in the accounting process can also be reduced. 

PRINCIPLES OF INTERNAL CONTROL 

There are fve main principles of internal control: 
1. Set responsibilities – control is most efective when only one person is responsible for any given task. By 

setting duties, you are also holding employees responsible for the output of their work. 

2. Separate and segregate duties – this is when the work of one person is set so that it is either independent of, 
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or serves to check on, the work of another. Having two people to take inventory while one counts and calls out 
the amount and another inputs the amount and do the extensions not only serves as checks and balances for the 
accuracy of work but also can lessen the temptation of collusion. 

3. Document – having documentation will leave a “paper trail” or evidence. In today’s cyber world, the paper 
trail can actually be a paperless trail where approvals are given online, where invoices, purchase requests, and/or 
purchase orders are automatically numbered, where accounts can be set with specifc and/limited access. 

4. Physical, mechanical and electronic controls – this has to do with safes, lockboxes, biometrics time clock, etc. 
All these devices and systems can deter theft, which is one of the aims of internal controls. 

5. Independent internal verifcation – if you work in a hotel or a large restaurant chain, you might have seen 
an internal auditor visiting from the regional or corporate ofce. These individuals will come to your operation 
and perform a review, compare documents, and reconcile a sample of data prepared by other employees so as 
to make sure all procedures are properly followed, data are correct, and no theft or bad dealings exist in the 
operation. These audits can be done periodically but best be on a surprise basis. They also can be performed 
by a third party not directly associated with the company, and thus providing an independent perspective. At the 
end of the visit, any discrepancies found will be included in a report to management. 

Again, in today’s tech world, many control procedures are done via technology such as verifcation emails, 
electronic approvals, or notifcations of activity/changes requiring approval. In addition, with the ease of 
accessibility via the cloud option, there is no reason why technology should not be employed. Of course, there 
are limitations to internal controls as they generally only provide reasonable assurance and not 100% fraud or 
theft free. And, there is always the cost vs. beneft angle. For example, a mom-and-pop establishment can hardly 
aford a biometrics time clock if they only have 3 employees, nor is there a need. Yet, humans are imperfect and 
temptations are always out there. Thus, depending on the size of the business, owners need to adopt proper 
internal control procedures for their own operation. 

When it comes to fraud, do know the “Fraud Triangle”. There are three components to the fraud triangle – 
pressure, opportunity, and rationalization. Pressure is when an individual has a fnancial need that s/he believes 
that such need cannot be solved through legitimate and ethical means. At the same time, an opportunity exists 
thereby this individual sees a way, has a chance, and has the ability to misappropriate assets by overriding existing 
controls or because there are lack of controls in place. Finally, the individual rationalizes and justifes his or her 
own wrong behavior and commits the fraud. For instance, the person may feel that the company has not given 
him or her a raise for a while and s/he deserves the raise and should have received one a long time ago, thus 
making this “theft” justifed. It could also be the individual thinks s/he will just “borrow” the money from the safe 
and will “return” it to the business in the future – so this person justifes the theft a loan. 

APPLICATIONS OF INTERNAL CONTROL PRINCIPLES TO CASH RECEIPTS 

How can a business make sure that the cash they take in are correct and at the same time it is deterring illegal 
activities such as robbery and theft? To start with, in smaller establishments or in most quick service restaurants, 
when a cash register is used, make sure the cash register is visible to the customers so that the total dollar amount 
charged is always visible to customers when they pay. Also, always provide receipts to customers – that is the 

https://www.acfe.com/fraud-triangle.aspx


  
 

  
  

 

 

  

  

 

  

 
  

 

  
  

 

  

  
 

    
  

  

102 AGNES DEFRANCO 

documentation principle. And at the end of the shift, run the register report so that the sales detail can be provided 
to management for verifcation. If credit cards are accepted, the same principle applies. 

If your business receives checks or money orders from customers by mail, make sure all checks and money 
orders are logged. If your bank is collecting cash for your business, then keep track of all remittance notices and 
balance everything out at least once every month. When a check is received, also stamp “For Deposit Only” on the 
back of the check as a restrictive endorsement so the check cannot be cashed. 

With new technology such as check deposit machines, or automated clearing house (ACH), credit cards, e-pay 
options, wire transfers, or even good old-fashioned lockbox services provided by banks, make sure there is a 
record of the cash that your business received and reconcile the records with the actual cash recorded. 

APPLICATIONS OF INTERNAL CONTROL PRINCIPLES TO CASH DISBURSEMENTS 

On the cash disbursements side, the most important procedure is to use a voucher system for any purchases. A 
voucher system begins with an authorization to incur an expense or cost and ends with the issuance of a check. 
This can be done by paper or via technology. A voucher system provides the paper trail needed and also conforms 
to the principle of segregation of duties so no one person can just take money from the business to purchase 
anything without proper authorization. 

Electronic funds transfers (EFT) is also a good way for disbursing cash as there will also be an electronic paper 
trail provided. Of course, the individuals who have access to the ETF accounts are also pre-approved to conduct 
transactions. 

Again, new technology is also enabling purchase cards and paperless accounts payable systems. If an employee 
has a purchase card, s/he can use that particular card, again, for pre-approved purchases and also even pre-
approved amounts, thus restricting the number of people who can have access to the company’s fund and 
eliminating paper work on reimbursements. 

Finally, electronic A/P systems allows the direct deposit of payments without the actual writing and mailing of 
checks, thus eliminating mail fraud, or checks being stolen. Once again, all these procedures cannot eliminate all 
theft, fraud, or robbery. However, the absence of internal controls will surely invite troubles. 

A BANK ACCOUNT 

Why should a business use a bank account? Well, as individuals, we all have bank accounts. And as a business, 
banks provide you with many services that can assist you in managing your cash and also in your internal control 
procedures. Having a business bank account can: 

1. Minimizes the amount of cash on hand – although credit cards and now e-pay are used quite extensively, 
there is always a cash component. And, even when you receive a check from a client, that is still cash. A bank 
account allows you to deposit all such funds and secure the cash for your business. You do not need to hide the 
cash in your place of business or at your home. You should not do that to begin with. 



 
   

 

  

 

 

  
    

 
  

  

 

   
  

    

 

 

  
    

 

 

103 INTERNAL CONTROLS AND CASH 

2. Creates a double record of cash events – having a bank account is like having an extra accountant. Your bank 
statement will show all your cash infows (deposits you make) and outfows (bills you pay) and the proper balance. 
This can all help you manage your monetary resources. In future accounting/fnance classes, you will learn about 
budgeting and especially a cash budget. Your bank records will be a great help in compiling a cash budget because 
it will show a pattern of your cash infows and outfows. 

To observe the economic entity principle, it is also proper for you to separate your personal bank account with 
your business bank account. 

THE BANK RECONCILIATION 

When you receive a bank statement at the end of the month and you compare what the statement said you have 
in the bank and you look at the balance of your cash account, those two numbers seldom equal. Did you make a 
mistake? Did the bank make a mistake? While there certainly is a possibility that either party or both could have 
made a mistake, chances are these two numbers are not equal because of time lags. 

Time lags prevent one of the parties from recording the transaction in the same period. Think about when you 
made a deposit – even if you are taking a photo of a check, front and back, and use the app on your phone to 
deposit a check – does it mean as soon as you hit the submit button, the funds will magically appear on your 
account? No, because your bank has to then take the check you deposited and work with the bank of the issuer of 
the check and collect the funds for you before the funds will appear in your bank account so that you can access 
the funds. 

On the other hand, even if you pay a bill online, say to pay for your utilities, it also does not mean that as soon as 
you hit the submit button, the electricity company will receive your money at that instance. That is the time lag. 
And therefore rarely will those numbers be the same, and thus a bank reconciliation is imperative. This especially 
true for a business that has many transactions and cash, bills, checks, all fowing back and forth between clients, 
banks and fnancial institutions. Remember, it is your business, it is your money, it is your cash. You want to make 
sure that your cash balance is correct and secured. 

FOUR STEPS OF A BANK RECONCILIATION 

To prepare a bank reconciliation, just follow 4 steps: 

1. Start with the balances you see on the bank statement and that of your books – these are your 
beginning balances, and they are not the same (hence the need of a reconciliation). Now, include in 
both sides items that each side is NOT aware of. The goal is transparency on both sides. At the end of 
the reconciliation, the ending balances should be equal. 

2. On the bank’s side: 

◦ ADD: Deposits in Transit – deposits we have made on our books, but the bank did not know 
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about and therefore such deposits are not on the bank statement 

◦ SUBTRACT: Outstanding Checks – disbursements we have made on our books, but due to time 
lag, they have not appeared on the bank statement as yet 

◦ ADD OR SUBTRACT Errors – do what is needed to correct the error. E.g., if the bank made an 
error and added $10 more dollars to your account, then they will need to SUBTRACT $10. 

3. On the book’ side: 

◦ ADD: Interest – banks will give accounts interest at the end of the month. Most business 
accounts will have some level of interest. You as a business will not know the exact dollar 
amount until you see the statement. 

◦ ADD: Bank Collections – any funds that the bank collects on your behalf that you are not aware 
of will now show up on the bank statement. Go through the bank statement and add those 
collections to your beginning book balance. You will not know beforehand what all these 
collection would be or who had paid you. But now that you have received the bank statement, 
you have the documentation to make these changes. 

◦ SUBTRACT: Fees and Service Charges – banks do not work for free. If we do not keep a 
minimum balance, we may incur a charge. If we deposited a check from a client that is a bad 
check (NSF – non-sufcient funds check), there will be a service charge. Go through the bank 
statement and subtract all fees and charges from your beginning book balance. Again, for 
charges like these, you will not know beforehand what all these charges might be. But now that 
you have received the bank statement, you have the documentation to make these changes. 

◦ SUBTRACT: NSF checks – As mentioned earlier, if you made a deposit and added that amount to 
your books, trusting that the check was good, and then it came back from your bank noting that 
that such check was an NSF check, you will now need to deduct that amount from your books. 

◦ ADD OR SUBTRACT Errors – do what is needed to correct the error. If you fnd an error that you 
have made, you will need to either add or subtract that amount. For example, you deposit a 
check for $550 when it should only be $500. When you see the bank statement, and it only 
shows $500, you go back to your record and see that you made an error. So, now, you will have 
to subtract $50 from your books so it will be the correct amount as shown in your bank 
statement. 

◦ Bank Memoranda – Besides the bank statement, banks will sometimes send a memorandum or 
a letter to you to notify you of any changes to your account. Do trace and record any 
information from such bank memoranda. 

The format for a bank reconciliation, therefore, is as follow: 



 

  
  

  
  

    
  

Name of Business 

Bank Reconciliation 

Date 

Beginning cash balance per bank: Beginning cash balance per books: 

+ Deposits in transit 

- Outstanding checks 

+/-Errors 

= Adj. cash balance per bank 

+ Interests 

+ Bank collections 

- Fees and service charges 

- NSF checks 

+/-Errors 

=Adj.cash balance per books 
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Examples: Bank Reconciliation 

Your friend Janice, just started her business Janice Mexican Fusion, a catering/delivery business last month, and she has a bank 
account for her business. She just received her very frst bank statement and the balance of $255.44 is way short of what she shows 
on her books of $752.06, and so she is asking for your help. She tells you that she has written a few checks and made a few deposits 
the last two days but they are not on the statement. 

The following checks are those she wrote: 
#122 in the amount of $122.99 to the City of Houston for the electricity bill 
#123 in the amount of $567.89 to Fresh Produce for food purchased 
#124 in the amount of $130.00 to a printer place for advertising, and 
#125 in the amount of $56.73 to Ofce Depot for ofce supplies 
The checks she deposited but are not shown on the statement she just received are: 

1. A check of $157.00 from Mr. Jones 

2. A check of $22.78 from Quality for purchases returned 

3. A check of $575.00 from Denver Consulting for their grand opening party 

4. A check of $300.00 from Ms. Apple for a baby shower for her daughter 

During this month, the bank charged Janice a fee of $35. And, since this is her frst business, she is not too strict in her check 
verifcation and therefore had two NSF checks of $50 and $155. For each NSF check, the bank charged her $40 of NSF charges totaling 
$80. Since Janice only has a small balance in the account, the bank only paid her $0.55 this month as interest. Please prepare a bank 
reconciliation to show Janice the correct amount of cash that she has in her business. Use March 31, 20XX as your date. 



 

 
 

Begjn ning cash BalanCJe Per Bank 

Ad : 
Deposits in trans it 

Less: 

o ta nding ,ch 
#112 

#123, 

#124 

#125, 

AdJU tedl ,ca h Bala ce, Pe Bank 

$,157.00 

22.18 

575.00 

Bank Recond Ii at on 
Mar ,ch 31. 20:XX 

IBBgiinn 'ing Caislh Ba1Fanoe P'er Hooks 

Add: 
Interest 

ILe•ss: 

300~ 1!064.78 Servi" oe· charge 
N Fdl rge , 

NSF dheck 

122.99 

5·61.81 

130.00 

56.1'3 

1310.22 

,817 .61 

$4 2.61 

N Fdle 'k 
Adjusted Cash IBal,mc e P'er Boo ks 

$,0.55 

35.00 

80.00 
50. 00 

155.00 

$ 751J)6 

0.55 

752.61 

20.00 

$ 43:2.61 

106 AGNES DEFRANCO 



  

   

  

 

  
  

 
 
 

  
   

    
    

 

  

 

MODULE 10 

Payroll 

Learning Objectives 

1. Discuss the objectives of internal control for payroll. 

2. Compute and record the payroll for a pay period – deductions and the 8% tip regulation. 

3. Compute and record employer payroll taxes. 

4. Journalize payroll entries using a payroll register. 

OBJECTIVES OF PAYROLL INTERNAL CONTROLS 

Payroll and food costs are the two prime costs of our business. The hospitality industry is a people industry. 
Although technology is employed extensively, the human element is always there. Thus, payroll cost is an 
important item of a hospitality enterprise and internal control procedures are needed. Let’s begin with some 
terminology regarding payroll. 

There is a huge diference between salaries and wages although they are very often spoken together and 
some people may think that they are the same because they both are part of payroll. Salaries are compensation 
given to exempt employees, expressed in terms of a specifed amount per month or year. An exempt employee, 
accordingly to the Fair Labor Standards Act (FLSA)(which you will learn in your management and human resource 
classes) means this employee is not subject to minimum wage rules and also does not receive over time. 
However, exempt employees often are ofered benefts, such as paid vacation, insurance, retirement plans, etc. 
For example: A director of fnance and accounting at a hotel earns $100,000 per year, has benefts and also 
receives a bonus. Wages are compensation paid to hourly employees and therefore are based on a rate per 
hour. Hourly employees can also earn overtime, which is generally 1.5x of their regular pay. Double-time is also 
applicable in certain cases though this is not regulated under the Fair Labor Standards Act. For example: A line 
cook earns $10 per hour. 

Similar to the objectives of general internal controls, the objectives of payroll internal controls are to keep the 
company’s assets safe and guarding such assets against unauthorized payments of payroll. In addition, internal 
control procedures also help to ensure the accuracy and reliability of the accounting records pertaining to payroll. 

107 
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108 AGNES DEFRANCO 

Regarding payroll, there are four particular functions: 
1. Hiring Employees – this is the responsibility of the human resources department and includes posting job 

openings, screening and interviewing applicants, hiring them, keeping all records of appraisals and disciplinary 
actions, authorizing changes in pay during the employment period, and also carrying out terminations of 
employment. 

2. Timekeeping – this is the responsibility of the supervisor as s/he will know the schedule of when and 
where the employees should be working rather than someone who works in the human resources ofce. In 
keeping time, a supervisor will need to accurately track and record the hours worked by the employees. Although 
employees usually are required to record their time worked via a time clock, a POS, or even handwritten, a 
supervisor should still check these reported time against the schedule. Many time clocks now can have the 
schedule programmed so employees cannot sign in to work outside a limit (e.g. employee has 5 minutes to 
sign in before his or her schedule time but not before the 5 minute limit of his or her scheduled time) set by 
management. In addition, biometrics time clock using fnger prints or other methods also prohibits employees 
signing each other in and out. 

3. Preparing the Payroll – this is the responsibility of the payroll department (part of Accounting/Finance) based 
on the authorizations given by the human resources department. In preparing the payroll, the payroll department 
also approves time cards from timekeeping devices and system, maintains payroll record, prepares the payroll 
checks, and also prepares the payroll tax returns. 

4. Paying the Payroll – this has to do with the distribution of paychecks and funding any direct deposits 
that are needed to be made to the employees’ account. This is the responsibility of the Finance/Accounting 
Department. Payment by check, and especially direct deposits to banks, minimizes the risk of loss from theft, and 
the endorsed check from the employees also provides proof of payment. When issuing paychecks, all checks must 
be signed by the treasurer and their distribution should be controlled by the Finance/Accounting Department. 
Some businesses may take it a step further to require the signatures of the treasurer and an additional ofcer, 
again to deter fraud. 

COMPUTE AND RECORD THE PAYROLL FOR A PAY PERIOD 

DETERMINING THE PAYROLL 

In any payroll, there are three major part: gross earnings, payroll deductions, and net earnings. The formula 
therefore is: 

Net Pay = Gross Earnings – Payroll Deductions 

Gross earnings is the total compensation earned by an employee. It can be a salary or it can be the hourly wage 
rate multiply by the hours worked, including any overtime or double time. Payroll deductions can be voluntary 
& mandatory. Think about your frst paycheck. When you employer ofered you $10 an hour and you worked 10 
hours, why was it that the paycheck you took to the bank to deposit was less than $100? Well, because we all have 
to pay payroll deductions. 

Some common deductions are your federal income tax, state income tax, and FICA taxes. Before your frst day 
of work, you had to fll out a number of employment forms. One of them is the W4, which states the amount 



1 

1 

1 

I 

I 

1 

1 

  
  

  
     

 
  

  

 

    
  

  
  

 
  

  
  

  
  

 

State Federal 

Pay period Income Income Health Dental Life Check 

Name ending Gross Wages FICA Tax Tax Insurance Insurance Insurance Net Pay # 

Superman 4/30/20XX 1,500.00 114.75 45.00 225.00 20.00 18.00 - 1,077.25 3326

Supergirl 4/30/20XX 2,500.00 191.25 87.50 425.00 30.00 30.00 5.00 1,731.25 3327

Batman 4/30/20XX 3,000.00 229.50 70.00 322.00 50.00 - 10.00 2,318.50 3328

Robin 4/30/20XX 1,250.00 95.63 30.00 180.00 - 18.00 - 926.38 3329 

Batgirl 4/30/20XX 2,775.00 212.29 80.00 289.00 - - - 2,193.71 3330 

Catwoman 4/30/20XX 2,650.00 202.73 81.00 223.00 35.00 40.00 2,068.28 3331

13,675.00 1,046.14 393.50 1,664.00 135.00 106.00 15.00 10,315.36 3332
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of withholding you wish to have from your payroll check. The amount being withheld depends on your gross 
earnings, the number of allowances you claim, and the length of the pay periods (weekly, monthly, etc,). All 
individuals have to pay federal income tax. There are some states in the US that do not have a state income tax 
(Alaska, Florida, Nevada, South Dakota, Texas, Washington, and Wyoming). And all have to pay FICA taxes. FICA 
taxes are designed to provide workers with supplemental retirement, employment disability and medical benefts 
and you may know it as social security tax. Besides these mandatory deductions, individuals may opt to have 
additional deductions made to their paychecks for retirement, insurance, union dues, charity, or others. In the 
sample payroll register below, Superman has wages of $1,500 but after all deductions, his net pay on his paycheck 
is $1,077.25. 

Examples: Payroll Register 

RECORDING THE PAYROLL 

Employers must keep detailed, cumulative records, known as a “payroll register” to recognize all payroll expenses 
& liabilities with the correct and appropriate amounts debited to the expenses and credited to the liabilities 
accounts. When you did your transactions in Module 3 and Adjustments in Module 4, payroll was simple. You 
were told that you paid $300 in wages and you would debit $300 in wages expenses. If you paid cash, you would 
credit cash, and if it was an accrual, you would credit wages payable. At that time, we have not talked about all 
these deductions, taxes, and everything else. Now we know there is more than one account of wages expense, 
and that the employer is withholding all these amounts so as to help the employees to remit these amounts to 
the government and various agencies, the payroll entry is not just one debit and one credit anymore. 

Besides deductions, there is one more item that is peculiar to the hospitality industry – TIPS. Now, the FLSA does 
establishes guidelines on minimum wage, overtime pay, record keeping, and even youth employment standards 
for employees in the private sector and in federal, state, and local governments. The FLSA also provide guidance 
for special hourly rates for tipped employees (tip credit). In other words, since tipped employees will receive tips, 
employers do not need to pay them the required minimum wage. In addition, under the Tax Equity and Fiscal 
Responsibility Act of 1982 (TEFRA), there are regulations guiding food and beverage operations to ensure tipped 
employees to report at least 8% of their sales as tips. If employees report less than 8% of their sales, employers 
will need to allocate a tip amount to the employee’s paycheck. 

https://1,077.25


    

 

  

  
  

 

  
 

   
   

  

 

    
  

 

  
  

 

  
  

110 AGNES DEFRANCO 

8% TIP REGULATION 

To begin, this 8% tip reporting does not mean that if you are receiving tips, you only need to report 8% of your 
tips. NO! You are supposed to report ALL tips received. The 8% has to do with tip allocation. Please note that the 
title is linked to the IRS site so you can read more in detailed. 

As an employer, you are supposed to fle IRS Form 8027 at the end of each year which summarizes the 
restaurants total sales, charged sales, charged tips and total reported tips. As long as tipping is customary, a 
restaurant where food and beverages are served, and more than ten employees are normally employed must 
submit the form. The employer is to highlight any shortfall of reported tips below 8% of gross receipts from F&B 
sales. If total reported tips are less than 8% of total receipts, additional tips will be allocated to the W2 of every 
tipped employee that reported less than 8% of their gross receipts. 

If a restaurant, hotel, or other establishment levy a service charge on the customers (such as any table of 8 
will have an automatic 20% service charge), these amounts are not tipped wages but rather regular wages, to be 
included in the regular rate of pay for overtime and minimum wage calculations. Again, the IRS regards amounts 
voluntarily paid by customers to tipped employees as tips, and tips are not included in the calculation of the rate 
of pay applied to overtime hours. For example, a restaurant imposes a mandatory 18% for parties of six or more. 
In this instance, the customeris not free to pay more or less than the mandatory amount. The ruling concludes 
the amount is a “service charge” and thus a “wage” for federal tax withholding and reporting purposes. This term 
of service charges is not specifc to F&B, but includes any service charges which are automatically added, i.e. Spa, 
Room Service, etc. 

COMPUTE AND RECORD EMPLOYER PAYROLL TAXES 

EMPLOYERS’ TAX RESPONSIBILITY 

You have looked at all the items that an employee needs to pay whereby the amounts are deducted from their 
paycheck to derive net pay. What about the employer? Besides paying the wage rate and salary amount, do they 
need to pay any taxes too? Yes, employers also have to pay employer payroll taxes and there are three of them: 

1. FICA Taxes – While employees have to pay FICA taxes, employer also have to match the employees’ 
contribution and pay the same amount toward supplementing the employees’ retirement, and medical 
and disability expenses when employees reach retirement age. 

2. FUTA – The Federal Unemployment Tax provides federal benefts for a limited period of time to 
employees that lose their jobs due to no fault of their own. You may have heard of people collecting 
unemployment benefts. If a person is dismissed because he or she did something wrong, he or she 
cannot collect unemployment. 

3. SUTA – The State Unemployment Tax works the same as FUTA, but is levied by the state. 

Besides these three mandatory taxes, state worker’s compensation insurance, though is available in all states, 
are not required by all states. However, as in any insurance, it really benefts both the employers and employees 
in that the majority of businesses do carry state worker’s compensation insurance. As for state disability 

https://www.irs.gov/businesses/small-businesses-self-employed/tip-recordkeeping-and-reporting
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State Federal 

Pay period Income Income Health Dental Life Check 

Name ending Gross Wages FICA Tax Tax Insurance Insurance Insurance Net Pay # 

Superman 4/30/20XX 1,500.00 114.75 45.00 225.00 20.00 18.00 - 1,077.25 3326

Supergirl 4/30/20XX 2,500.00 191.25 87.50 425.00 30.00 30.00 5.00 1,731.25 3327

Batman 4/30/20XX 3,000.00 229.50 70.00 322.00 50.00 - 10.00 2,318.50 3328

Robin 4/30/20XX 1,250.00 95.63 30.00 180.00 - 18.00 - 926.38 3329 

Batgirl 4/30/20XX 2,775.00 212.29 80.00 289.00 - - - 2,193.71 3330 

Catwoman 4/30/20XX 2,650.00 202.73 81.00 223.00 35.00 40.00 2,068.28 3331

13,675.00 1,046.14 393.50 1,664.00 135.00 106.00 15.00 10,315.36 3332
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insurance, only fve states California, Hawaii, New Jersey, New York and Rhode Island, have mandatory state 
disability insurance. 

FILING & REMITTING PAYROLL TAXES 

With all these taxes being withheld from employees and mandatory taxes employers are supposed to fle, there is 
a set time for businesses to pay all the taxes: 

1. FIT and FICA can be combined and reported to the IRS on a quarterly basis, no later than one month 
following the close of each quarter 

2. FUTA must be fled and remitted annually 

3. SUTA must be fled and paid quarterly by the end of the month following each quarter 

Therefore, at the appropriate time, a business will remit the taxes collected (deducted from employees’ gross 
pay) from employees and its own tax obligations to the government. 

PAYROLL ENTRIES 

The simple entry of debiting wages expense and crediting cash or wages payable will now need to be modifed 
and expanded to include all the payroll deductions from the gross pay of the employees and also the employer’s 
payroll tax obligations. Let’s continue with the payroll register you saw earlier in this module: 

Examples: Payroll Register 

In this particular example, we need to record all the necessary transactions for 4/30, 5/5 and 5/15. The end of 
the pay period is 4/20. The payroll will be paid to the employees on 5/5 and all taxes and other obligations need 
to be paid to the government and other agencies on 5/15. The federal unemployment tax is at 0.6% and state 
unemployment tax is at 5.4%. 

http://www.edd.ca.gov/Disability/
http://labor.hawaii.gov/dcd/home/about-tdi/
http://lwd.dol.state.nj.us/labor/tdi/tdiindex.html
http://www.wcb.ny.gov/content/main/DisabilityBenefits/Employer/introToLaw.jsp
http://www.dlt.ri.gov/tdi/


 

 

    
  

  
  

  

 
 
 
 
 

Date Aocount Description Ref Debit Credit 

30-Apr W.ages ,expense 1.3,675.00 
fl.CA pay.able 1.,046.14 
SIT payabl,e .393.50 
FIT pay.abl,e 1.,664.00 
Health lnsur.ance pay.able 135.00 
D,ental lnsur.ance pay.able 106.00 
Lif.e Insurance pay.able 15.00 
W.ag,e pay.abl,e 10,315.36 

(t-0 r,eoord w.ag,es ,expense ,on 4/30) 
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There are essentially 4 steps for journalizing any payroll entries: 

1. record wages expense on the day it occurred, observing accrual basis of accounting and the matching 
principle to match payroll expense with revenues earned in the same period – in this case 4/30. 

2. record employer’s payroll taxes, again observing accrual basis of accounting and the matching principle 
– in this case 4/30. 

3. record payment of wages on pay day – in this case 5/5. 

4. record payment of all taxes and related expenses – in this case 5/15. 

And, the analysis of each step is listed below. 

Examples: Step 1. Record Wages Expense 

Step 1 : Record Wages Expense: 
Analysis: 
Six employees worked for this business with a payroll ending date of 4/20. Gross wages were $13,675. Six deductions were listed, netting 

total net pay at $10,315.36. Wages are not to be paid later so while there is a wages expense, there will be a wages payable until 5/3 when 
the paychecks will be cut. All the taxes and insurance withheld from the employees on 4/30 are to be recognized as liabilities of the business 
to then be paid on 5/15. Thus there will be six liabilities (six payables) on 4/30. Therefore, in Step 1, you should debit wages expenses as that 
is what the business used for payroll during this pay period. And, this amount is divided into seven parts (seven diferent liability accounts), 
where the business has seven liabilities that it needs to pay on 5/3 and 5/15 (wages on 5/3 and all the deductions on 5/15). 

Conclusion: 
Debit wages expense and credit all seven liabilities using the column totals of the seven respective accounts. 



  
  

  
      

  
  

  

  

 
 
 
 
 

Date Account Description Ref Debit Credit 

30-Apr P.ayrol I ta~es ,expense 1.,.S66.,64 

Fl-CA payable 1,046.14 

FUTA pay.able .82..05 

SUTA pay.able 73.8.45 
(to r,ecjord employer payroll ta~es) 

Date Account Description Ref Debit Credit 

5-May W.ag,es pay.abl,e 10,315.36 

Cash 10,315.36 

(t-0 r,ecjord payment of w.ag,es) 
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Examples: Step 2. Record Employer’s Payroll Taxes 

Step 2. Record Employer’s Payroll Taxes 
Analysis: 
The employer has three mandatory obligations, FICA, FUTA, and SUTA. The percentage rate for FICA is not given but there are two ways to 

fnd out. First, since the employer has to match the employees’ contribution of FICA, whatever the employees pay, the employers will have 
to match. Thus, FICA payable is $1,046.14. Second, like any payroll related tax, FICA is levied on gross pay. So, you can divide $1,046.14 (the 
amount the employee paid) over the gross pay of $13,675 and obtain 7.65%. Then multiplying 7.65% again to $13,675, you will still obtain 
$1,046.14 as your FICA for the employer. Thus the frst method is most direct. 

To obtain the amount of tax owed on FUTA, multiply the tax rate of 0.6% to $13,675 = $82.05. 
Similarly, for SUTA, multiply the SUTA rate of 5.4% to $13,575, you will obtain $738.45. 
Now, you have three credits; add all the credits together (since debit has to equal to credit) and your total payroll taxes expense will have a 

debit of $1,866.64. 
Conclusion: 
Debit payroll taxes expense of $1,866.64, and credit each tax liability and their respective amounts. 

Examples: Step 3. Record Payment of Wages on Payday 

Step 3. Record Payment of Wages on Payday 
Analysis: 
On May 5, when the business pays the employees, they liability of wages payable will be cancelled out and cash is used to pay the employee 

of the net pay amount owe to them. 
Conclusion: 
Debit wages payable, a liability, to decrease a liability; credit cash to decease cash. 



  

  

  
  

    
  

 

 

-
Date Account Description Ref Debit Credit 

15-May FICA pay.abl,e (empl,oyee) 1,046.14 
SIT payable 3913.50 
FIT pay.able 1,·664.00 
1-f,e.alth ln,sur.anc,e pay.able 1.35.00 
D,ental ln,sur.anc,e payable 106.00 
Lif.e lnsurancje pay.able 15.00 
FICA pay.able (empl,oyer) 1,046.14 
FUTA pay.abl,e ,82..05 
SUTA pay.abl,e 73.8.45 

Cash S,22·6.28 
(to recmd payment ,of tax,es and 

r,el.atedl ,expenses) 
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Examples: Step 4. Record Payment of All Taxes and Related Expenses 

Step 4. Record Payment of All Taxes and Related Expenses 
Analysis: 
On 5/15, all liabilities have to be paid so all liabilities have to be debited. Note there are two FICAs, one from the employees, one from the 

employer, and they should be of equal amounts. All these debits will be added together to come up with the cash needed to pay of all these 
debts. Thus, the six liabilities from employees withholding and the three employer payroll tax liabilities will be decreased. Liabilities have 
normal credit balances. To decrease them, they all need to be debited. 

Conclusion: 
Debit all liabilities (payables), credit cash to decrease cash. 
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