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Introduction: 
 

Introduction: 

 

Thank you for purchasing my e-book. In this E-book you will find detailed information on all the 

modules of accounting 101, including module analysis, detailed exercises with step-by-step answers, 

and exam and assignment tips. 

 

 

Course Information: 

 

Accounting 101 is designed to provide you with an introduction to accounting concepts as well as a 

brief look into corporate finance. One does not need any previous accounting experience to succeed 

in this course. However in saying that, the course is relatively difficult and detailed. New concepts 

are introduced every lecture. If you would like some private tutorial service, I charge $35 an hour or 

$20 per person for group concessions. You are welcome to email me on businessed101@gmail.com 

to book some lessons. 

 

                     

 

mailto:businessed101@gmail.com
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Module/Course overview: 

 

Module 01: Role of Accounting and Finance: This module is simply an introduction to the course and 

accounting and finance in general. In particular you must be aware of the terms such as separate 

legal entity, limited liability and the differences between partnerships and companies. Generally this 

material will only be examined in multi-choice questions. 

Module 02: Financial Position: This module introduces you to the balance sheet and the underlying 

assumptions and conventions of accounting. All these concepts must be fully understood as they are 

the basis to the preparation and presentation of financial statements.  

Module 03: Financial Performance: This module describes the Income statement. In particular you 

must fully understand the difference between cash and accrual accounting (an almost guaranteed 

assignment and/or test/exam question) as well as the definition of revenue and expenses - in 

particular when these items should be recognised.  

Module 04: Cash Flows and Equity: This module introduces you to the cash flow statement. You 

must be familiar with the three categories of a cash flow statement (operating, investing, and 

financing). You must understand depreciation, the differences between the cash flow statement and 

the income statement and how to value inventory. Furthermore you must understand the Audit 

report. 

Module 05: Financial Statement Analysis One: This module is about interpreting financial 

statements. The module is very important as it makes up a large percentage of the test and 

(generally) 10-15% of the exam. You must fully understand how to calculate ratios and the 

significance of each ratio. This does not mean memorising the formula, but simply understanding 

how the variables relate. i.e. ROA = EBIT/Total Assets. Quite clearly this relates to profitability. 

²ƘŀǘΩǎ ƳƻǊŜ ȅƻǳ Ƴǳǎǘ ŜƴǎǳǊŜ ȅƻǳ understand what causes these ratios to change over time.  

Module 06: Cost-volume-Profit Analysis: This module introduces students to management 

accounting. At the end of this module you must be able to identify the different costs, (variable costs, 

fixed costs etc) as well as understand the Cost Volume Profit Model. 

Module 07: Budgeting: There are two aspects to this module. The first part of this module looks at 

the master budget. You must understand why a firm would prepare a master budget and the benefits 

of budgeting. The second part is about operation budgeting. This is a very important concept. You 

must understand how to prepare the table and how to calculate the corresponding figures. 

Module 08: Budget and Control: This module teaches students how to evaluate performance. By the 

end of this module students must understand and calculate favourable and adverse variances. They 

must understand how to prepare a flexed budget and also understand why favourable variances can 

be just as important as adverse. 
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Module 09: Costing: There are two concepts that must be learned in this module ς relevant costing 

and full absorption costing. I have provided a good explanation of these concepts with exercises. Give 

them a try and then get plenty of practice. 

Module 10: Time Value of Money: This module introduces students to the time value of money. 

Many students lose focus with modules 10 and 11 and by the time the exam arrives they panic and 

lose 20+marks. So stay focused and make sure you understand EVERYTHING. In particular you must 

understand the two present value tables and when you must use them. Conceptually you must 

understand why the value of money is more now then later. 

Module 11: Capital Investment: Practice! Practice! Practice! Understand the four capital budgeting 

alternatives and remember to use /!{I C[h²{ ƴƻǘ ŀŎŎƻǳƴǘƛƴƎ ǇǊƻŦƛǘǎ ŦƻǊ bt±Η 5ƻƴΩǘ ŦƻǊƎŜǘ ǎǳƴk 

costs, opportunity costs and depreciation and tax. 

Module 12: Financial Management: Understand the operating cash cycle, why it is important and 

what causes the operating cash cycle to rise or fall. Further to this you must also be aware of the 

advantages and disadvantages of debt and equity. 
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Detailed course notes:  
 

Below are notes to each module. I have also included a fantastic range of useful exercises and 

answers. All notes are tailored specifically for assignments, tests and exams. If you would like to 

quickly get to a specific module simply go to the contents page (page 2) and ctrl while clicking on the 

particular name of the module (or use the find tool). 
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Module 1: Role of Accounting & Finance  

Notes 

This module is simply an introduction to the course and accounting and finance in general. In 

particular you must be aware of the terms such as separate legal entity, limited liability and the 

differences between partnerships and companies. Generally this material will only be examined in 

multi-choice questions. 

A business can take many forms. Many small business owners operate under what is known 

as a sole trader. A sole trader involves just one owner and the owner has unlimited liability. 

Other businesses such as a law firm operate as a partnership while many corporations (such 

as those you see on the stock exchange and almost all household name companies) operate 

as a limited company. Below is a quick explanation of the differences between a company 

and a partnership.  

Company: 

A company is defined as a separate legal entity.  

Separate Legal Entity: This means it is separate from its owners and has its own legal rights. 
For this reason a person suing a company would not sue the owner but the company itself. 
This distinction is very important as it provides a number of advantages. Most notably it has 
unlimited life and limited liability. 

Unlimited Life: The Company is expected to operate forever. In other words a company 
does not end when someone sells their stake in the business or the business owner’s pass 
away. 

Limited Liability means that the owners are liable for what they initially invested in the 
company. This means in the event of bankruptcy owners will only lose what they put in. In 
other words they do not need to give up their own personal assets to pay debt holders. 

Partnership: 

A partnership involves two or more people forming a business. In a partnership a contract is 
formed between two or more persons who agree to pool talent and money and share 
profits or losses. It does not involve creating and applying for a company. 

Partnerships are not distinct or separate from their owners: 

- This means the life of a partnership is definite. If an owner dies or sells its holdings in 
the firm, the partnership ceases. The remaining owner must buy up the other shares 
and create a new partnership.  

- What’s more if the firm falls into bankruptcy, any additional debt owed must be paid 
with the owners personal assets (his/her family home etc). For example if we have 
two partners – where one partner has a 10% ownership in the firm, and the other a 
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90% ownership. In the event of a bankruptcy, if the 90% owner fleas the country or 
has no personal assets himself, the burden completely falls on the 10% owner.  

Why create a partnership?  

1. Creating a company is expensive. There are costs in applying and forming a company 
and there are many ongoing costs such as preparing financial statements. 

2. A company must comply with many accounting and legal regulations. 
3. A company is taxed at the company tax rate while partners tax their profit at the 

personal tax rate. 

Below is a summary of the differences between a company and a partnership: 

 

  

In accounting the concept that defines a company is the entity convention: 

Entity Convention: The entity convention states that we are concerned only with activities 
relating to the business. This means personal assets and personal activities are not relevant 

Listed companies & market Capitalisation:  

A listed company is listed on the stock exchange. The market capitalisation can differ to the 

accounting capitalisation of the firm. Market capitalisation may simple be calculated as 

number of shares x price per share. By contrast the accounting capitalisation may be 

calculated as Assets less liabilities.  

Financial Statements: 

Company
Seperate legal Entity

Unlimited Life

Limited Liability

Expensive ongoing legal costs

Managers are often seperate from 
their owners

Partnership
Not a seperate entity

Life limited to when on partner leaves 
or dies

Unlimited Liability

Inexpensive to set up and operate

Owners normally have a personal 
interest in the running of the business
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There are four main financial statements. I will briefly explain each statement. In the 

exercise and answers section I have provided a simple exercise to better understand these 

statements. However, you will learn these in greater detail in later modules. 

Balance Sheet: The purpose of the balance sheet is to identify the financial position of the 
firm at one point in time. Simply speaking it lists the assets, liabilities and equity of a 
company. Equity is defined as the difference between Assets and Liabilities. 

Equity = Asset ς Liabilities 

Income Statement: Summarizes how much income a company has generated in a period 
and the amount of expenses it has incurred. In accounting it is defined as the change in net 
wealth. 

Statement of Movements in Equity: Identifies how the shareholders’ claim on the company 
has changed over time. 

Statement of Cash flows: Indicates how the company’s cash has been raised/earned and 

how it has been spent/used.  

Below are a few other concepts that you must understand following this module: 

Annual report: 

Every listed company is required to prepare an annual report. The annual report is a set of 

information that contains all the company’s financial statements and financial information 

for the year. 

GAAP:  

In New Zealand listed companies must comply with Generally Accepted Accounting Practice 

(GAAP). These are the rules that govern the recognition of accounting transactions and are 

designed to ensure financial statements are relevant, reliable, comparable and 

understandable.  

Compare and Contrast Financial Accounting and Management accounting: 

Financial accounting is designed for “the people”. They are found in the annual report. By 

contrast management accounting is used for the company itself. These are statements 

created by managers to better understand how they run the business. A simple example is a 

budget. They are more detailed and are created more frequently to ensure management is 

up to date with the position and performance of the company 

 Financial Management 

Report nature General purpose Specific purpose 
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Detail level Aggregated Discrete 

Restrictions Standardized by GAAP Few restrictions 

Reporting Interval Less frequently (i.e. twice 
per year) 

Frequently (i.e. every month) 
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Exercises & Answers 
 

1. James and John are builders who want to start his own construction business. He has 

a nice family home that he has spent all his life saving for. He is concerned that if his 

business doesn’t do very well and it goes into liquidation that he may end up losing 

his house in the process. Given this information, explain to him why it is better he 

form a company. 

 

 

 

 

 

 

 

 

2. Using your knowledge that assets equals equity + liabilities, prepare a balance sheet. 

The company has the following assets and liabilities 

-          $5,000 in the bank  

-          A house valued at $500,000 

-          A mortgage valued at $400,000 

-          A car worth $20,000 

-          $10,000 owed to your parents 
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3. Prepare an Income Statement for the following retail company: 

Gold-silver Limited generated $1,000,000 in annual sales from items costing $600,000. 
The company pays annual rental fees of $200,000 and paid electricity of $10,000 for the 
year. It has three staff. Two are paid $9 per hour, while the manager is paid $18 per 
hour. The two ordinary staff worked 3000 hours each, while the manager worked 2000 
hours. Tax is 30%.  
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4.  

John is looking at creating a company that sells kiwifruit. He plans to buy a 1000 hectare 
land for $5million. However he must borrow $4million to finance the purchase. The bank 
explained that to finance the loan he must put up his $2million home and his $1million 
holiday home as collateral. John has no other personal assets. A benefit of creating a 
company is limited liability. Why is this not an advantage for John? 

 

 

5.  

Which of the following is not a characteristic of a company? 

a. In the event of bankruptcy the owner is restricted to the amount that they invested 
b. The owner is distinct and separate from the company 
c. Unlimited liability 
d. A company must comply with the entity convention 

 

6. Sarah Smith and Adam Right are looking at starting a tutoring business. They are 
expecting weekly income of $200 per week. Explain to Sarah and Adam whether they 
should form a company or partnership 

 

7. Describe three differences between financial statements for management 
accounting and financial statements for financial accounting 
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Answers: 

1. James should form a company, not a partnership. A company is a separate legal 

entity. This means owners have limited liability. In the event of bankruptcy, James 

would only lose what he initially invested. This means even if the company owes 

thousands of dollars he would not be required to sell his house to pay for it. By 

contrast a partnership has unlimited liability. This means in the event of bankruptcy 

he must use his own personal assets, even his house to pay back the debt. 

 

2.  

Assets 

Bank       5,000                          
House        500,000                  
Car       20,000      
 Total Assets     525,000 

Liabilities 

 Mortgage      400,000                          
Loan – parents     10,000      
       410,000             

Equity       115,000           (525,000 -410,000) 

Liabilities & Equity     525,000 

 

3.  

 Sales       1,000,000      

 Cost of Goods Sold     (600,000)      

 Gross Margin      400,000 

 Other Expenses            

 Electricity         (10,000)      

 Labour       (90,000)      

 Rent       200,000      

        (300,000)   

 Net Profit Before Tax      100,000                          

  Tax        (30,000)   

 Net Profit        70,000 



Acctg101                         E- Book Semester 1  
2010 

 

 
16 | P a g e  
 

-         Note the difference between “cost of goods sold” and “other expenses”: Broadly 
speaking cost of goods sold are expenses directly related to the sale of inventory. For 
a manufacturing company this might be the cost of raw materials and cost of 
employing people to make the product. By contrast other costs are general expenses 
such as rent, insurance etc. 

-          You may have also noticed the brackets in a number of figures. The brackets 
represent a negative figure or in this case an expense 

 

4. Limited liability means that a company is responsible for its own debt. This means 
that the company is distinct and separate from its owners. The owner’s obligation is 
therefore only limited to what they initially invested. However John’s loan has a 
covenant which states that his own personal assets must be used as security in the 
event that the company files for bankruptcy. This means that if the company did fail 
he would not just be obliged to use his $1million invested to pay off debt, but also 
his $2million home and $1million holiday home 

 

5. (c) a company has LIMITED liability 

 

 

6. Jane and Adam should form a partnership. The business is very small and forming a 

company would attract far too many costs. 

 

 

7. Financial statements for management accounting are: 

a. More frequent 

b. Have less restrictions 

c. Are more detailed 
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Module 02: Financial Position: 

 

Notes: 

This module introduces you to the balance sheet and the underlying assumptions and conventions of 

accounting. All these concepts must be fully understood as they are the basis to the preparation and 

presentation of financial statements.  

The four qualitative characteristics of financial statements: 

The conceptual framework outlines four qualitative characteristics that financial information 
should abide to: 

1.       Relevance: Useful for decision making, timeliness 
2.       Reliability: Without bias or error 
3.       Understandable: Can be used to compare the business over time and to compare 

with other businesses 
4.       Comparable: Information is presented in a way that it may be understood 

Relevance v Reliability 

An important concept that financial accounts must be aware of is the balance between 
relevance and reliability.  

Relevance relates to the materiality of financial information. It asks the question, is the 
financial information relevant for decision making? This primarily relates to the timeliness of 
financial information.  

Reliability relates to the faithful representation of financial information. It explains that 
financial information must faithfully represent what it purports to represent. This means 
that financial information is determined with neutrality and prudence (avoid overstating 
assets/profits).  

Trade –off between relevance and reliability: 

As an accountant there is an issue between relevance and reliability.  

Example 1: By preparing financial statements quickly the timeliness and relevance of 
financial statements is maximized. However, because they were rushed they are unlikely to 
be accurate or reliable. By contrast, if an accountant spends a much longer time preparing 
financial statements, financial statements will become more accurate and reliable. 
However, they are likely to be less relevant because they information is less timely in that it 
represents information from many months ago.  

As an accountant you must balance reliability with relevance when preparing financial 
statements. 

Example 2: The valuation of Property, Plant & Equipment (PP&E).  
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An accountant has two options with which he/she can value PP&E. He/she can firstly value it 
at historical cost – the price at which it was purchased. Or he/she can value it at the current 
market value. 

Valuing PP&E and the purchase price is more reliable. It can be verified by a receipt or 
contract (known in accounting as a source document) and therefore avoids any subjectivity. 
However it is less relevant as it represents the price paid in the past which may be different 
to the current value of the asset.  

However on the other hand, using the current market value is more relevant. Timeliness of 
the information is enhanced as it better represents the future economic benefits of the 
asset. However the valuation is subjective as it is based on the perspective of an 
independent valuer. Furthermore it may be subject to bias. For example, a company may 
only choose to use current market value when the asset has gone up in price but use 
historical cost when it has fallen.    

Understandability: 

The third characteristic understandability requires financial information to be prepared in 
such a way that it may be understood. This means the balance sheet, the income statement, 
statement of cash flows and the movements in equity are prepared in accordance to GAAP. 
Furthermore they must be prepared so that it may be understood by ALL users of financial 
statements (investors, employees, suppliers, customers). 

Comparability: 

The final characteristic comparability requires financial statements to be prepared in such a 
way that they may be compared between companies and overtime. This is achieved through 
standards that all companies must follow and the consistency convention whereby 
companies should be fairly consistent in the preparation of financial statements from year 
to year.  

 

Underlying Assumptions and Conventions: 

Below is a list of important conventions or assumptions that govern the regulation of 
businesses: 

Accounting period convention: The life of the business is divided into periods of the same 
length for the purpose of measuring profit. For example in New Zealand a firm must present 
an interim report (6months) and an annual report (12months) 

Going concern (continuity) convention: The going concern convention assumes that a 
business will continue to operate to perpetuity (forever). This suggests that non-current 
assets (those that are held to generate revenue rather than to be sold) should be valued at 
historical cost rather than its market value. The market value is inappropriate in this sense 
because it is less reliable and more subjective. If we assume that the company will continue 
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to perpetuity then we assume that they will not sell their non-current assets in the 
foreseeable future. Therefore, it is more appropriate to use the more reliable historical cost. 

Money measurement convention: Deals with items that can be expressed in monetary 
term’s only. This means we only put items that have a money value or can be quantified on 
the balance sheet. This explains why we do not put the “value” of our staff etc on the 
balance sheet. 

Dual aspect convention: Every transaction has two effects that affect the balance sheet. This 
is the basis of debit-credit accounting (see article debit & credit accounting).  

Example 1: When we purchase a building for $20,000, the asset “building” increases by 
$20,000 while the asset “cash” decreases by $20,000.  

Example 2: When we pay our suppliers money owed we experience a decrease in the asset 
cash followed by a decrease in the liability accounts payable. 

Conservatism/prudence convention: Financial reports should err on the side of caution. I.e. 
we should avoid overstating assets and understating liabilities. For example if we have 
inventory it is better to value it at the price it cost us then the price we can sell it for 
because we can‘t be 100% certain that we can sell it for that price at a single point in time. 
The inventory might become obsolete, we may not be able to find a seller or it may break.  

The convention represents a pessimistic view of financial position and is evolved to 
counteract the excessive optimism of some managers and owners which result in an 
overstatement of financial position. 

Stable monetary convention:  The value of money does not change over time. 

Objectivity/reliability convention: Seeks to reduce personal bias and error in financial 
reports. Thus financial reports should be based on objective, verifiable evidence rather than 
on matters of opinion. For example we should only value PP&E at the current market value 
if we know reliably that it is a fair valuation. 

Realization convention: Revenue/ gains are recorded when they are realized. For example if 
we were a retail clothing shop, we would not record revenue at the point we complete it 
but the point at which the customer chooses to sell it. Furthermore if we sell a piece of 
clothing on credit, then we should still record it at the point we sold it (not at the point we 
receive cash) because the buyer has already entered an agreement to buy the item.  

Matching convention: Match revenue with its corresponding expense. Thus expenses are 
recorded in the period in which they are realized (accrual accounting). 

Consistency convention: Rules and policies are consistent from year to year. If a rule or 
policy changes it must be disclosed as a note of the financial statements. 

 

The Balance Sheet: 
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In the last module we introduced the balance sheet. In this module I will explain the balance 

sheet in more detail. 

Assets: 

Assets are defined as resources of the company that have the following characteristics: 

1.       It is controlled by the company 
2.       Provides future economic benefits  
3.       Capable of reliable measurement 
4.       Arises as a result of a past event 

For example, Inventory is recognized as an asset because: 

1.      It is controlled by the company, as the company has the right to sell the inventory 
when and at any price it chooses.  

2.      It provides future economic benefits, as it can be sold to generate revenue in the 
form of an inflow of credit or cash. 

3.      It can be reliably measured (by the cost of production which can be verified by a 
source document) 

4.      It arises from a past event: The Company has entered past agreements when they 
purchased the raw materials from its suppliers and paid its staff for manufacturing 
the goods 

The balance sheet divides assets into two categories, current assets and non-current assets: 

Current Assets are assets which are not held on a continuing basis. They include cash and 
other assets which are expected to be consumed or converted into cash within the next 
twelve months or within the next operating cycle. For example, accounts receivable is 
recognized as a current asset because it is expected to be converted into cash within the 
next operating cycle. For the same reason other accounts such as inventory, rent receivable 
and accrued revenue is recognized as current assets. 

Non-Current Assets are assets held for the intention of being used to generate wealth 
rather than being used for resale. In this sense they are held on a continuing basis. An 
obvious non-current asset is Property, Plant & Equipment (PP&E).  

PP&E are tangible long lived assets that are held for use in the production or supply 
of goods or services, or for administrative purposes. Machinery would be classified 
as a non-current asset because it is not held for the intention of re-sale, but to assist 
in efficiently producing the company’s inventory. 

Intangible Assets We also have what is known as intangible assets. Intangible assets have 
no tangible presence. These include Goodwill (reputation, brand value, location etc), 
patents and copyright. Many of these assets are not included on the balance sheet as they 
do not meet all the criteria of an asset – they are difficult and subjective to value. But they 
are very important and do have a significant impact on the true market value of the firm. 
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Liabilities:   

Liabilities are defined as obligations of the company that possess the following 
characteristics: 

1.       It is a present obligation of the company 
2.       It can be reliably measured  
3.       It arises from a past transaction 

“Borrowings” are recognized as a liability because: 

1.      The company has a present obligation to meet the interest payments and pay-off 
the principal as required under the terms of the contract 

2.       It can be reliably measured through a source document – the contract 
3.       It arises from a past transaction: The agreement of party B to provide a loan to the 

company 

Just like assets, the balance sheet divides liabilities into two distinct categories, current 
liabilities and non-current liabilities. 

Current Liabilities: represent amounts due and payable to outside parties within the next 12 
months. This includes short term borrowing and accounts payable. A unique current liability 
is the provision account.  

Provisions: Provisions are obligations that are due and payable, however the amount 
and or timing of the obligation is uncertain. 

Example: A provision for warranty. This is where a company, from experience, 
creates an account to recognize the potential warranty costs they expect to incur in 
the next 12 months. The company knows from experience that it will incur warranty 
costs in fixing faulty products. However they can’t be certain when this will happen 
and the exact amount it will cost the firm. However, because they can reliably 
estimate the cost it is recognized as a liability. 

Non-Current Liabilities: represent those amounts due to other parties but which are not 
liable for repayment in the next 12 months. 

Equity: 

Equity is the third and final part of a balance sheet.  

It is defined as the residual interest in the firm’s assets. In other words it is defined as the 
shareholders claim on net assets. A balance sheet has a number of equity accounts, 
including share capital, retained earnings, reserves and minority interest. 

Share Capital: This represents the amount of money paid by investors to obtain a stake 

in the business. For a listed company it is the amount initially paid by the shareholders 

to own the stock. It does not however represent the current stock price 
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Retained Earnings: Retained earning’s is the accumulated net profits that have been 

generated by a company, but have not yet been paid out as a dividend. A firm chooses 

not to pay out all its profit for a number of reasons: 

1.       It may store cash for more difficult times 
2.       To finance future projects 

As you can imagine retained earnings can be either positive or negative, depending 
on whether the firm is making a profit or loss and the amount of dividend paid 

Reserves: Reserves are increases/decreases in equity due to changes in the value of a 

particular group of assets. 

Example: Revaluation reserves. When a firm increases the value of its Property, Plant & 

Equipment, the increase in equity is recorded in this reserve account.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Exercise and Answers: 
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1. JHK Limited is a manufacturing company. Below is a list of a its assets. Record each 

asset under current and non-current assets and present the asset part of the 

company’s balance sheet. 

-     Cash ($5000) 
-     Inventory ($2,000) 
-     Accounts Receivable ($5,000) 
-     A loan provided by JHK Limited to company B ($10,000) of which $2,000 will be   

received in the next 12 months 
-     Property Plant and Equipment of $100,000 of which a building worth $15,000 

intends to be sold in the next 12 month 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

2. Which of the following is not a characteristic of relevance 
a. Timeliness                                      
b. Faithful representation                         
c. Materiality                                                 
d. Usefulness           

 

 

 

3.  A company has inventory that cost $14,000 however, the items have become obsolete 
and the company now only expects to sell them for $400. Explain why the prudence 
convention requires the asset to be valued at $400.  
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4. A company has retained earnings at the beginning of the year of $150,000 and share 

capital of $1,000,000. During the year the company generates $500,000 in sales with a 

cost of goods sold of $200,000 and $120,000 in general expenses. At the end of the 

year they paid a dividend of $100,000 and pay of $50,000 towards their loan. They also 

issued 100,000 shares at a price of $1.50 each. What is the year end value of 

a. Share capital  

b. Retained earnings  

 

 

 

 

 

 

5.  The going concern convention means that: 

(a) Assets should be valued at historical cost 

(b) Assets should be valued at market value 

(c) Assets should be valued at the most relevant price 

(d) Assets can be valued at whatever value they wish 

  

 

 

6. What is historical cost? Why is it more reliable than using market value?  
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7. Why is there a trade-off between the reliability of accounting numbers and the 
relevance of accounting numbers? Use the purchase of PP&E as an example. 

 

 

 

 

 

 

 

 

 

 

 

8. Which of the following is not a Current Asset: 

(a) Inventory 

(b) Property expected to be sold in the next twelve months 

(c) Accrued payable 

(d) Accounts receivable 

 

 

 

9. Which of the following is not a characteristic of an asset? 

(a) It is owned by the company 

(b) Provides future economic benefits 

(c) Capable of reliable measurement 

(d) Arises as a result of a past event 
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10. In 2009 JHY Limited used historical cost to value its assets. In 2010 the Company 

decided to use the current market value instead. However, nothing was mentioned 

about this in the financial statements. How does this weaken the comparability of the 

financial statements? 
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Answers: 

1. 

 Current Assets 

 Cash         5,000     

 Inventory        2,000     

 Accounts Receivable       5,000    

 Loan to Company B       2,000     

 Property, Plant & Equipment      15,000     

  Total Current Assets     29,000    

Non-Current Assets 

 Loan to Company B       8,000     

 Property, Plant & Equipment     85,000     

  Total Non-Current Liabilities    93,000 

 Total Assets       122,000 

 

2. b. Faithful representation is a characteristic of reliability. 

 

 

3. The prudence convention requires companies to err on the side of conservatism. 

When valuing inventory we should value it at the lower of the cost and net realisable 

value (the expected sale price). That way we do not overstate the value of the asset. 

In the above situation we should therefore be prudent and value it and at $400 

instead of $14,000. 

 

4. Share Capital: 1,000,000 + 100,000x1.5 = $1,150,000 

Retained Earnings: 150,000 +500,000-200,000-120,000-100,000 = $230,000 

# Repayment of a loan is not an equity transaction 

 

 

5. a. The going concern convention stipulates that the entity will continue to perpetuity 

(forever). This means that we should not be concerned with the market value of 

assets as they are not expected to be sold but rather used to generate revenue.  
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6. Historical cost is a method whereby we value an asset based on its purchase price 
less any accumulated depreciation/impairment 

This is more reliable than as it may be verified by source documents (receipts). 
Furthermore it is less subjective and free from bias, because valuing something at 
current market value requires a number of assumptions and may be affected by the 
valuers own perspective. 

 

7.  
As an accountant there is often a trade-off between relevance and reliability. 
Relevance relates to the materiality of financial information. It asks the question, is 
financial information relevant for decision making? This primarily relates to the 
timeliness of accounting numbers. By contrast reliability, relates to the faithful 
representations of financial information. It requires that financial information 
faithfully represent what it purports to represent. This means that that financial 
information is based on neutrality and prudence 

When valuing property plant and equipment we can value it historical cost or market 
value.  

Historical cost is reliable as it can be verified by a source document (receipt of 
purchase/contract). In other words, it is not subjective and is valued with neutrality.  

Valuing PP&E and the purchase price is more reliable. It can be verified by a receipt 
or contract (known in accounting as a source document) and therefore avoids any 
subjectivity. However it is less relevant as it represents the price paid in the past 
which may be different to the current value of the asset.  

 

8. c. Accounts payable is a liability  

 

9. a. An asset does not need to be owned by an entity simply controlled by an entity 

 

10. By not disclosing this material adjustment to the Company’s financial statements, 

comparability as it weakens users ability to compare the financial position of the 

company in 2009 and the financial position of the company in 2010. 

 

 

 


