Value Added Tax - VAT Application
Every time a business buys goods or services, it is charged VAT. In turn, when the business sells its goods and services to its customers, it also charges VAT.

1) When a business purchases any supplies:

a) The total of supplies plus VAT would be credited to the accounts of the suppliers. (If it were purchased in cash, the cash account would be credited.)

b) Totals of supplies purchase less VAT would be debited in the appropriate accounts in the ledger.

c) The VAT paid to the suppliers would be debited to VAT PAID account.

2) When a business sells its goods and services to its customers:

a) All goods and services sold plus VAT would be debited in the appropriate accounts in the ledger. (Such as cash, accounts receivable, credit card account…)

b) The total of the goods and services sales less VAT would be credited in the appropriate revenue accounts in the ledger.

c) VAT collected from the customer would be credited to VAT COLLECTED account.

Every month, the business will add up all the VAT PAID to suppliers and all VAT COLLECTED from all customers. The difference between VAT COLLECTED and VAT PAID amount is remitted to tax authorities of Ministry of Finance.

VAT Application - Illustration of Journal Entries

Suppose X hotel starts operations on March 1st.

1) On March 5th, X hotel purchased some food half in cash and the remaining on account at a value of $ 1,500. 8% VAT is included in the price. The journal entry of this transaction (rounded to whole number) is as follows:

   Dr.

   cr.

------------------------------------------------------------------------------------------------------------


Food Inventory


$ 1,389


VAT Paid



$ 111





Cash



$ 750





Accounts Payable

$ 750





------------------------------------------------------------------------------------------------------------

2) On March 10th, X hotel purchased cleaning supplies on accounts worth of $ 900. 8% VAT is included in the price. The journal entry of this transaction (rounded to whole number) is as follows:

Dr.

   cr.

------------------------------------------------------------------------------------------------------------


Cleaning Supplies Inventory

$ 833


VAT Paid



$ 67





Accounts Payable

$ 900





------------------------------------------------------------------------------------------------------------

3) On March 25th, X hotel received room revenue of $ 3,500 in cash. 8% VAT is already included in the room price. The journal entry of this transaction (rounded to whole number) is as follows:

Dr.

   cr.

------------------------------------------------------------------------------------------------------------



Cash



$ 3,500




Room Sales



$ 3,241




VAT Collected


$ 259





------------------------------------------------------------------------------------------------------------

4) On March 29th, X hotel sold some food to its guests. The guest paid the total food price of $ 1,100 through American Express card. 8% VAT is already included in the food price. The journal entry of this transaction (rounded to whole number) is as follows:

Dr.

   cr.

------------------------------------------------------------------------------------------------------------



Credit Card Account

$ 1,100




Food Sales



$ 1,019




VAT Collected


$ 81





------------------------------------------------------------------------------------------------------------

If hotel X monthly transactions were only the above-mentioned ones, then the VAT paid balance and VAT Collected balance for the month of March are $ 178 and $ 340 respectively. The difference between VAT Collected and VAT Paid is $ 162 (i.e. VAT Collected - VAT Paid = $ 162).

Since there is a net VAT Collected, then X hotel shall pay $ 162 to Ministry of Finance Tax authorities. Yet, if the difference was in favor of VAT Paid, X hotel won't pay anything, and the difference should be carried out as the beginning balance of the next month's (i.e. April) VAT Paid.
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