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Chapter 1: 

ACCT3 Learning Objectives: 
 
After studying the material in this chapter, you should be able to:  

1. Explain the four assumptions made when communicating accounting information.  
2. Describe the purpose and structure of an income statement and the terms and principles used to 

create it.  
3. Describe the purpose and structure of a balance sheet and the terms and principles used to create 

it.  
4. Describe the purpose of a statement of changes in equity and how it links the income statement 

and the balance sheet.  
5. Describe the purpose and structure of a statement of cash flow and the terms and principles used 

to create it.  
6. Appreciate the objectives of financial reporting and qualitative characteristics that make 

accounting information useful.  
7. Review the language of accounting. 

 
LO1 - BEGINNING ASSUMPTIONS 

Accounting is the process of identifying, measuring and communicating economic information to permit 
informed judgements and decisions. Accountants do this by following 4 basic assumptions: economic 
entity, accounting period monetary unit and going concern.  

● Economic Entity - The assumption that the financial activities of a business can be separated from 
the financial activities of business owners and other business activities. Thus, the business is the 
reporting entity and your personal activities such as a saturday night evening dinner is excluded 
from business expenses. 

● Accounting Period - The assumption made by accountants that economic information can be 
meaningfully captured and communicated over short periods of time. Information is measured in 
months or quarters but generally no longer than a year. Although measurement involves numbers 
it is still dependent on the accountants judgement and not just calculations. 

● Monetary Unit - An assumption that the dollar is the most effective means of communicating 
economic activity - ‘it is the attribute of interest’. If an attribute (Attribute example - a drone has 
many attributes: manufacturer, model, flying time etc) then it is not recorded in the accounting 
system.  

● Going Concern - The assumption that a business will continue to operate in the foreseeable future 
 
LO2- REPORTING PROFITABILITY: THE INCOME STATEMENT 

The first question we usually ask businesses is, ‘is it profitable?’. A financial statement called the income 
statement (sometimes called the profit and loss statement), or to be technically correct, the statement of 
comprehensive income, provides answers for this question. This statement records a company’s revenue 
minus its expenses, resulting in a profit or loss (net income or total comprehensive income).  
 

1 of 56



All accounting transactions must be recorded in the accounting information system. To understand the 
nature of recording transactions, it is best to start with the fundamental accounting equation: Assets = 
liabilities + Equity The equation states that a business entity's assets must always equal the sum of its 
liabilities and equity. This means that any change to one part of the equation must be accompanied by a 
second change to another part. this means that every accounting transaction must affect at least two 
accounts. For every transaction there is a source and a use. Money comes from somewhere and it goes 
somewhere. This is known as the dual nature of accounting 
 
LO3 - The Dual Entry-Accounting System 

Accounting Information systems do not record transactions us1ng pluses and minuses in a spreadsheet 
format, because although it is accurate, it is very cumbersome. Instead a d dual-entry accounting system is 
used - every accounting transaction affects at least two accounts, so accounting systems record those 
transactions with a 'dual' or 'double' entry. 

● The T Account - T-accounts work as follows. When a transaction affects an account balance, the 
amount of the transaction is entered on the account's debit side (what is due) or credit side (what 
is loaned), depending on the transaction. Once all entries are made. The balance in an account is 
determined by separately adding up all debits and all credits and subtracting the smaller total 
from the larger, leaving the difference as the account balance on the side that is large. In a dual-
entry system, asset accounts should normally have debit balances while liability and equity 
accounts should normally have credit balances. Such 'normal' balances mirror the accounting 
equation, where assets are on the left side of the equal sign, and liabilities and equity are on the 
right side.  

Account Name 

Debit Side | Credit side 

● Debit And Credit Rule - In a dual-entry system, changes in account balances are recorded 
according to the following basic rules: (1) To increase an account balance: record the transaction 
on the same side as the normal balance. (2) To decrease an account balance: record the 
transaction on the opposite side of the normal balance 

- Asset Account. Asset accounts have normal debit balances. Therefore, increases to assets are 
recorded on the debit side while decreases are recorded on the credit side. To illustrate, suppose 
that a business starts the day with $5000 in cash. receives $300 from a customer and pays $250 to 
a supplier. The beginning balance of $5000 is recorded on the debit side of the cash T-account. 
The increase of $300 is also recorded on the debit side. but the $250 decrease in cash is recorded 
on the side opposite of the normal balance- the credit side. Netting the debit and credit sides gives 
a debit balance of $5050. (Remember, if vve were recording these transactions there would be a 
corresponding $300 credit to revenue and a $250 debit to accounts payable.). Asset account is not 
correct, you must use specific account names - for example, “supplies” 

 

Asset Account 

Record Increase on debit side | Record decrease on credit side 
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               Interest Expense                                                                                                         45  
              Depreciation Expense                                                                                                600  
              Advertising Expense                                                                                                  250  
              Salaries Expense                                                                                                       2000 
(To close the expense accounts)

 
 

 
31 May.   Retained Earnings                                                                           1500  
                Dividends                                                                                                                1500  
               (To close the dividends account)                                     
                

 
 
Chapter 5 - Cash And Internal Controls 

LO: 
After studying the material in this chapter, you should be able to:  

1. Identify the role of internal control in a business.  
2. Describe five components of internal control. 
3. Understand two methods of internal control over cash - bank reconciliations and petty cash funds 
4. Appreciate the reporting of cash and cash equivalents.  
5. Analyse cash through the calculation and interpretation of horizontal, vertical and ratio analyses 

and free cash flow 
 
 
LO1- INTERNAL CONTROL 
In recent years, there have been numerous widely publicised accounting frauds. Major corporations such 
as HIH Insurance in Australia and Enron in the US failed as a result of fraudulent activity. Many began to 
question the reliability and integrity of financial reporting of publicly listed companies. Faced with this 
crisis, the Australian Government passed the Corporate Law Economic Reform Program (Audit Reform 
and Corporate Disclosure) Act (CLERP 9) in July 2004. The act sought to restore public confidence in 
financial reporting by strengthening auditor independence and enhancing financial reporting. At the heart 
of auditing and financial reporting is internal control. 
 
internal control is the process that a company’s management uses to help the company meet its 
operational and financial reporting objectives. More specifically, internal control is the system of policies 
and procedures that a business puts in place to provide reasonable assurances that:  

● the company’s operations are effective and efficient  
● the company’s financial reporting is reliable   
● the company is complying with applicable laws and regulations. 

 
Recognising that internal control affects a company’s success or failure, the Sarbanes-Oxley Act of 2002 
in the United States contained several new requirements for publicly traded companies regarding internal 
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000, or 1 per cent, in 2017. Horizontal analysis of sales shows growth in sales of under $1 
million, or less than half of 1 per cent, during the year, so it does not appear that receivables are 
lower because of sales, which were higher. But the change in the numbers is very small and 
limited conclusions can be drawn. Vertical analysis also shows that receivables as a percentage of 
assets were lower, 1.3 per cent in 2016 to 1.2 per cent in 2017. Bad debts appear not to be a 
problem for the CPA even in 2016 they still make up less than $1 for every $4600 of revenue 

● Receivables turnover ratio - The receivables turnover ratio compares a company’s credit sales 
during a period to its average receivables balance during that period. It is calculated as follows: 
 
Receivables Turnover Ratio = Credit Sales / Average Receivables 
Where average receivables is: Beginning Receivables + Ending Receivables/2 

 
Because the ratio divides credit sales during a period by the average receivables balance during 
the period, it indicates how many times during a period a company generates and collects 
receivables. In general, companies want this ratio to be higher rather than lower because a higher 
ratio indicates that the company collects, or turns over, its receivables faster. For most reporting 
entities (financial statements are publicly available) it is not possible to calculate receivables 
turnover because the percentage of sales made on credit is unknown. Beyond the issue of not 
knowing how many sales are on credit, the receivables turnover ratio is sometimes difficult to 
interpret, so it is often converted into the days-in receivables ratio. The days-in receivables (ratio) 
divides the receivables turnover ratio into 365 days to express, in days, how long it takes a 
company to generate and collect its receivables. Thus, the days-in receivables is calculated as 
follows: 
 
Days-in-Receivables Ratio = 365 / Receivables Turnover Ratio 
 
A ratio of 60.03 indicates that it takes CSL about sixty days between selling an item and 
collecting the receivable. Although we do not know, if we assume 50 per cent of CSL’s sales 
were on credit, then its days-in-receivables would be 120 days. Whether this is good or bad 
requires some comparison, looking at the prior year as well as similar businesse 

● Allowance ratio - . The allowance ratio compares the allowance account to gross accounts 
receivable to determine the percentage of receivables that are expected to be uncollectible in the 
future. It is calculated as follows: 
 
Allowance Ratio = Average for Doubtful Debts / Gross Receivables  
Where gross accounts receivable is: Net Account Receivables + Allowance for Doubtful Debts 
 
A higher ratio indicates that a company expects more receivables to be uncollectible. In general, a 
company would want this ratio to be as low as possible 
 

LO5 - NOTES RECEIVABLE 
An account receivable is an amount owed by a customer who has purchased the company’s product or 
service. Sometimes, because of a customer’s poor credit rating or because of the size of the transaction, a 
company will enter into a more formal agreement with the customer beyond a normal account receivable. 
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Last-in, first-out (LIFO) Again, LIFO is not used in Australia, but accounting standards may change. 
Furthermore, management may want COGS calculated using LIFO because LIFO provides the most up-
to-date COS values. Under the LIFO method, Koala assumes that the last units of inventory purchased are 
the first units sold. As a result, the costs of the oldest inventory are assigned to ending inventory. Koala 
can therefore calculate the cost of ending inventory as follows: 
 

 
 
Weighted average Under the weighted average method, Koala assumes that the cost of each unit in ending 
inventory and each unit sold is the average cost of all units available for sale during the period. The 
weighted average cost per unit is calculated as follows: 
 

55 of 56




