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xiiiPREFACE

This new textbook is primarily targeted at undergraduate 
and postgraduate students of business-oriented programs 
who want a fairly comprehensive introduction to accounting.

The book aims to provide engaging and relevant 
content, something which we regard as critical to success 
for today’s learners.

This first-edition textbook is the result of considerable 
review activity with user groups. The end product is a 
book which was designed for courses that require learners 
to be both preparers and users of financial statements. 
Courses of this nature require a balanced approach that 
is relevant to both students majoring in accounting and 
students of business generally. This book therefore aims 
to provide a comprehensive first course in accounting 
which will support students who wish to go on to an 
accounting major, and also those who plan to do other 
majors, or are studying general business.

A critical part of this is use of a first-principles 
approach to accounting, from which we can then move on 
to the actual recording process. This avoids creating the 
misconception that accounting is a mechanical process; 
rather it enables us to focus more on the importance of 
critical thinking and decision making. The inclusion of 
two chapters on what is essentially record keeping aims 
to provide students with a deeper understanding of how 
financial information is collected and communicated, 
while also identifying its limitations.

The emphasis of the book is clearly decision making. 
It uses a problem-solving approach and focuses on real-
world business situations. A key objective throughout is 
to assist in the development of generic skills, including 
communication, teamwork, critical thinking, problem-
based learning, ethics, self-management, planning and 
organisation. The book provides a range of activities which 
should help in the development of these generic qualities.

Background
This book has its origins in Accounting: An Introduction, 
which has been through six editions, and which has been 
regularly reviewed and improved. This book will in future 
be published as Accounting for Non-Specialists. However, 
after considerable market research, it was agreed that the 
sixth edition, while more clearly targeting the non-specialist 

market, was not satisfying all market needs. As a result, 
Accounting for Business was developed. This book builds 
on the eighth edition of a second British book by Peter Atrill 
and Eddie McLaney, namely, Accounting and Finance: An 
Introduction, and uses a considerable part of it.

Quite a lot of the coverage of Accounting for Business 
is common with the non-specialist book.  However, it 
expands the content of most chapters, in order to provide 
a more comprehensive underpinning for all business 
students, and specifically for those who want to go on 
to an accounting major. Also, there has been a significant 
demand for content relating to the recording system, so 
two chapters have been added, covering journals and 
ledger accounts, and internal control and accounting 
systems in practice. In order to make room for the 
additional material, two chapters on finance, which are 
in the non-specialist book, have been omitted from the 
new textbook. The style of both books is very similar.

It is worth noting that the two British books which 
underpin this book, namely Accounting and Finance for Non-
Specialists and Accounting and Finance: An Introduction, 
are in their tenth and eighth editions respectively. These 
books reflect many years of development in the UK, and 
share content where appropriate. In Accounting for Business, 
we have tried to ensure that the content reflects Australian 
needs and conditions, while also adding some new features. 
We have been working together on our Australian non-
specialist book for many years and this is now in its seventh 
edition. Collaboration of this type has helped with the 
development of an international perspective on a range of 
issues which should provide benefit to students.

Features

▶ Interspersed throughout each chapter are numerous 
activities, with at least one for every learning objective. 
These are relatively short ‘quick-fire’ questions of a 
type a lecturer might pose to students during a lecture 
or tutorial, and are intended to serve two purposes: to 
give readers the opportunity to check that they have 
understood the preceding section, and to encourage 
them to think beyond the immediate topic and make 
linkages to topics either previously covered or covered 
in the next section. An answer to each activity is 

PREFACE
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provided at the end of the chapter, to which readers 
should refer only after they have attempted the 
activity.

▶ At the end of each section, which covers a specific 
learning objective, there are several concept check 
questions. These are short multiple-choice questions 
which aim to provide you with a quick check of your 
understanding of the learning objective/section. The 
answers are at the end of the chapter.

▶ Towards the end of each chapter, but also at an 
appropriate point in some chapters, there is a self-
assessment question or questions. These are much 
more demanding and comprehensive than the 
activities, in terms of both the breadth and the depth 
of the material they cover. As with the activities, it 
is important to make a thorough attempt at each 
question before referring to the solution. Solutions to 
these questions are available online.

▶ Discussion questions occur at the end of each 
chapter. These are relatively short, typically require a 
descriptive or analytical answer, and are intended to 
enable readers to assess their recollection and critical 
evaluation of the main principles in each chapter. They 
might be used as the basis for tutorial discussion.

▶ Application exercises are also positioned at the end 
of most chapters and these have been categorised 
as easy, intermediate or challenging. These are 
usually of a numerical type, and are designed to 
enable readers to further apply and consolidate their 
understanding of topics.  A single case study can 
also be found at the end of each chapter. Some of 
these are simply more complicated problems, but in 
the main they are questions based on current issues. 
Their aim is to get students to think in a broader 
manner than usual, and to develop a wider approach 
to dealing with issues that are real and current. 

▶ This new book continues to include what we have 
called ‘Real World’ examples (typically three or four 
per chapter), which aim to provide a link between 
theory and current practice. Following each Real 
World example is a set of classroom discussion 

points, which should facilitate discussion on issues 
that have occurred in business relatively recently. 

▶ Each chapter has an ‘Accounting and You’ section, 
which aims to relate the content of the chapter to 
the individual student reader. All too often students 
feel that the content is big-business oriented and 
has nothing really to do with them. This section 
illustrates that what they are learning has real 
relevance to their everyday lives. Each of these also 
has a series of classroom discussion points for the 
class to ponder.

Coverage and structure
Although the topics included are, to some extent, relatively 
conventional, the coverage and treatment of material is 
designed to meet the needs of business students. While 
the emphasis is primarily on underlying concepts, and 
the application and interpretation of information for 
decision making, this book also includes sections on data 
collection and recording, as well as the preparation of 
statements and reports. 

One major difference between this book and many others 
relates to its early structure. As business and accounting 
become more complicated it becomes more difficult to 
cover these issues in a reasonably straightforward way. So, 
in this book we introduce (in Chapters 2 and 3) two of the 
major accounting statements in the context of relatively 
simple business organisations, mainly sole proprietorships 
and partnerships or very simple companies. We use the 
balance-sheet approach to enable us to build up a balance 
sheet from a set of basic transactions, and then extend this 
approach by explaining the income statement as part of 
the equity section of the balance sheet. This is all done 
using a first-principles approach. 

The approach used in Chapters 2 and 3 enables us 
to cover the basic accounting statements without adding 
the complications of a complex corporate regulatory 
framework. Once the underlying principles and nature 
of the statement of financial position (the balance sheet) 
and the statement of financial performance (the income 
statement) have been understood, we can then complicate 
it by adding (Chapters 6 and 7) companies and their 
regulatory framework.  
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xvPREFACE

In Chapters 4 and 5, we show how the two main 
statements are built up in practice, using a system of 
ledger accounts and books of original entry (or, as is 
more likely, by a computerised accounting system using 
the same basic principles). 

We have ordered the chapters and their component 
topics to reflect what we consider to be a logical sequence. 
For this reason, we advise readers to work through the 
text in the order presented, particularly since we have 
been careful to ensure that earlier chapters do not refer to 
concepts or terms that are not covered until a later chapter.

Chapters 1–10 can be said to be broadly financial-
accounting oriented, while Chapters 11–14 focus on what 
are clearly management accounting areas. Having said 
this, much of the financial accounting material effectively 
underpins the later chapters and students should not get 
too hung up on which area is which. For example, the 
financial accounting framework links very closely with 
the planning section in Chapter 13.

Chapter 1 provides a general introduction to the 
scope, purpose and interrelationships of the text’s 
core coverage—financial accounting and management 
accounting—together with a brief overview of the 
main financial statements. It also examines user groups 
and their needs; introduces the main types of business 
organisation, together with the way in which a business 
is typically organised and managed and identifies ways 
in which business and accounting have been changing 
over time. This chapter includes more on stakeholder 
theory, ethics and ethical behaviour in business, and the 
Academic Standards Statement for Accounting, than does 
the non-specialist book.

Chapter 2 explains the nature and purpose of the 
statement of financial position. This is done in the 
context of relatively simple organisations, so as to not 
unnecessarily complicate things. The method in which 
the statement is built up and its typical format are both 
covered, followed by the main factors that influence the 
content and values in the statement. Finally, the main 
uses and limitations of the statement are examined. 

Chapter 3 explains the nature and purpose of a 
statement of financial performance, usually referred to as 
an income statement. The way in which the statement 
is built up and the way in which it is typically presented 

are covered comprehensively, for relatively simple 
organisations. Extra material, compared with the non-
specialist book, includes the unit-of-production method 
of depreciation and more on the perpetual inventory 
system.

Chapter 4 provides the student with an introduction 
to double-entry book keeping, including the link with 
the first-principles approach, ledger accounts, use of trial 
balance, the closing-down process and a series of period-
end adjustments. It also introduces the adjusted trial 
balance and worksheet, before concluding with a section 
on the nature and importance of the chart of accounts.

Chapter 5 discusses internal control and the various 
ways in which accounting transactions are recorded in 
books of original entry, and then outlines the major 
elements of computerised accounting systems. Students 
should have a thorough grounding in the basic recording 
process as a result. Real-world examples in this chapter 
aim to prepare the student for a variety of ways in which 
the basic principles are applied in practice.

Chapters 6 and 7 concentrate on limited companies. 
Chapter 6 focuses on the main features associated 
with limited companies. Many users will have dealings 
with groups of companies so the requirements of 
group accounts are outlined. Chapter 7 explains the 
importance of company law, accounting standards, the 
stock exchange and the importance of good corporate 
governance. Corporate governance remains an ongoing 
issue for many businesses. The chapter then identifies 
the main requirements relating to the published annual 
report. It contains far more information on accounting 
standards than does the non-specialist book. It also 
introduces sections on segment reporting and creative 
accounting.

Chapter 8 focuses on the statement of cash flows 
and the importance of cash to any business. The chapter 
also completes the coverage of the main external reports 
prepared.

Chapter 9 introduces the areas of corporate social 
responsibility together with social and environmental 
accounting and also explains the current state of 
development of sustainability reporting and integrated 
reporting. Further work on these areas is likely to be 
needed over the foreseeable future as the world faces 
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ACCOUNTING FOR BUSINESS STUDENTSxvi

continued issues including climate change, a range of other 
environmental issues, peak oil, world poverty, child-labour 
abuse, and human rights and responsibilities generally.

Chapter 10 deals with the analysis and interpretation 
of the main financial statements. There is also more detail 
on ratios and prediction models than is included in the 
non-specialist book.

Our formal coverage of management accounting begins 
in Chapter 11 with a discussion of the interrelationships 
between costs, volume and profit in decision making. 
Extra material, compared with the non-specialist book, 
includes more on semi-variable costs, and the use of 
spreadsheets to develop profit profiles and associated 
charts.

Chapter 12 covers full costing and activity-based 
costing. Extra material, over and above that found in the 
non-specialist book, includes more on the apportionment 
process for overheads and cost-plus pricing.

Chapter 13 includes a section on planning and 
forecasting using the basic financial statements. This 
includes use of spreadsheets and sensitivity analysis. This 
is seen as an additional feature of planning and budgeting 
over and above that used in the non-specialist book. The 
remainder of the chapter focuses on short-term planning 
and control and deals with various aspects of budgeting. 
The chapter includes a section on Beyond Budgeting.

Chapter 14 deals with capital budgeting, the decision 
to invest in medium- and long-term assets, and considers 
how businesses appraise such projects. There is material 
on mutually exclusive projects and capital rationing, and 
more on practical aspects of identifying and dealing with 
cash flows, and the link with strategic planning.

Peter Atrill
Eddie McLaney
David Harvey
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◀ Learning objectives
These are listed at the beginning of each chapter 
and explain the key concepts that you should 
understand after studying the chapter. They 
are restated in the chapter, so you know where 
these objectives are covered. End-of-chapter 
questions are also keyed to the objectives.

Key term definitions ▶
To help you understand key accounting 

terminology and concepts, definitions are 
presented in the margin. All these terms are 

also in the glossary at the end of the book for 
easy reference.

◀ Concept check questions
Short multiple-choice questions which aim 
to provide you with a quick check of your 
understanding of the learning objective.

Accounting and You boxes ▶
This feature appears in each chapter to help 

you see the relevance of accounting concepts to 
your everyday life. Following each of these are a 

series of class discussion points. 

◀ In-chapter activities
These are designed to test your comprehension of the 
material you have just read, as well as to make links to 
topics already covered or still to be covered. Answers to 
the activities are provided at the end of each chapter.

Real World examples ▶
Integrated throughout the text, these illustrative 

examples highlight the practical application of 
accounting concepts and techniques by real businesses, 

including extracts from published financial reports, 
articles from the media, survey data and other 

interesting insights from business. These examples are 
followed by a series of class discussion points. Students 

may need to go back to the original examples and 
beyond, but the points are intended to provoke some 

critical thinking by the students.

FOR STUDENTS: HOW DO I USE THIS BOOK?

C H A P T E R  1

INTRODUCTION TO ACCOUNTING

People need economic information to help them make decisions and judgements about businesses. 
Whether we are talking about a business manager making decisions about the most appropriate level 
of production, a bank manager responding to a request from the business for a bank loan or trade 
unionists deciding how much pay increase to seek for their members, accounting information should 
help them with their decision.

In this opening chapter, we begin by considering the roles of accounting. As we shall see, accounting can 
be a valuable tool in the decision-making, planning and control process. We shall identify those people 
who are the main users of accounting and fi nancial information, and discuss the ways in which this 
information can improve the quality of decisions that they make. In subsequent chapters, we develop 
this decision-making theme by considering in some detail the kinds of fi nancial reports and methods 
used to aid decision-making.

LEARNING OBJECTIVES
When you have completed your study of this chapter, you should be able to:

LO1 Explain the nature and role of accounting

LO2 List the main groups that use the accounting reports of a business entity, and 
summarise the different uses that can be made of accounting information

LO3 Compare and contrast f nancial and management accounting

LO4 Identify the main purpose of a business (while recognising a range of other 
inf uences), and explain the traditional risk–return relationship

LO5 Provide an overview of the main f nancial reports prepared by a business

LO6 Outline the main types of business ownership, describe the way in which a business 
is typically organised and managed, and explain the importance of accounting in 
a business context

LO7 Identify ways in which business and accounting have been changing, together 
with some current issues confronting businesses and their associated reporting, 
including current thinking on ethics in business

LO8 Explain why accounting information is generally considered to be useful, and why 
you need to know the basics of accounting

LO9 Identify the learning outcomes associated with the Australian Learning and 
Teaching Council’s Academic Standards Statement for Accounting: namely 
judgement; knowledge; application skills; communication and teamwork; and 
self-management; and examine how these compare with characteristics of 
successful business people.

CHAPTER 8  MEASURING AND REPORTING CASH FLOWS 379

As we have seen in earlier chapters, organisations that are more complicated than simple clubs 
have to produce statements that reflect movements in wealth and the net increase (profit) or 
decrease (loss) for the period concerned.

The statement of cash flows is a fairly late addition to the annual published financial statements. 
At one time, companies were only required to publish an income statement and a statement of 
financial position. It seems the prevailing view was that all the financial information needed by 
users would be contained within these two statements. This view may have been based partly on 
the assumption that, if a business were profitable, it would also have plenty of cash. While in the 
long run this is likely to be true, it is not necessarily true in the short to medium term. In practice, 
unless a business’s cash flows are monitored in the short to medium term, there may not be a long 
term for that business.

We saw in Chapter 3 that the income statement sets out the revenue and expenses for the period, 
rather than the cash inflows and outflows. This means that the profit (or loss), which represents the 
difference between the revenue and expenses for the period, may have little or no relation to the 
cash generated for the period.

To illustrate this point, let us take the example of a business making a sale (generating 
revenue). This may well lead to an increase in wealth that will be reflected in the income statement. 
However, if the sale is made on credit, no cash changes hands—at least, not at the time of the 
sale. Instead, the increase in wealth is reflected in another asset: an increase in trade receivables. 
Furthermore, if an item of inventory is the subject of the sale, wealth is lost to the business 
through the reduction in inventories. This means that an expense is incurred in making the sale, 
which will also be shown in the income statement. Once again, however, no cash changes hands 
at the time of sale. For such reasons, the profit and the cash generated during a period rarely go 
hand in hand.

Activity 8.1 helps to underline how particular transactions and events can affect profit and cash 
for a period differently.

 ACTIVITY 8.1
The following is a list of business/accounting events. In each case, state the effect (i.e. increase, decrease 
or no effect) on both cash and profit.

Effect
Event On profit On cash
Repayment of a loan .......... ..........
Making a sale on credit .......... ..........
Buying a non-current asset for cash .......... ..........
Depreciating a non-current asset .......... ..........
Receiving cash from accounts receivable .......... ..........
Buying some inventory for cash .......... ..........
Making a share issue for cash .......... ..........

.......... ..........

From what we have seen so far, it is clear that the income statement is not the place to look if we 
are to gain insights about cash movements over time. We need a separate financial statement.

In 1991, a new accounting standard required entities to produce and publish, as well as the 
income statement and the balance sheet, a cash flow statement reflecting movements in cash. 
The reason for this was the growing belief that, despite their usefulness, the income statement 
and the balance sheet did not concentrate sufficiently on liquidity. It was believed that the 
‘accrual-based’ nature of the income statement tended to obscure the question of how and where 
a company was generating the cash it needed to continue its operations. The standard has been 
updated several times and the title of the statement has subsequently been changed to ‘statement 
of cash flows’.

Why is cash so important to businesses pursuing profit/wealth? The solution to Activity 8.1 
illustrates the fact that cash and profit do not go hand in hand, so why the current preoccupation 
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It is frequently useful for individuals to assess just what they have achieved and what they are ‘worth’. 
If you need to do this for purposes of obtaining a car loan, or a mortgage, you will probably find that 
your bank will only include assets and liabilities using the kind of approach adopted in this chapter. 
Yet you will probably be able to think of a number of things that you value (and others value) which 
your banker says are nice, but not relevant. What they mean is that they are not relevant to them. But 
they may well be extremely valuable to you. Your (or your parents’) investment in your education has 
undoubted value to you, and to prospective employers, but would not satisfy the accounting definition 
of an asset. Your superannuation balance is certainly of worth, but may well be so far ahead in terms 
of your ability to access it, that it is of no consequence in terms of current decision-making. Your 
collection of old model trains also has considerable worth, but obtaining a figure which can be accepted 
by everyone may well be difficult, if not impossible.

You need to understand that the statement of financial position aims to provide a list of assets 
and liabilities which has a high degree of objectivity, such that almost anyone looking at a particular 
business or individual would come to the same conclusion, because all would be following the same 
rules. Our discussion about the value of brands, of soccer players and other ‘human’ assets was not 
intended to imply that these have no value, but that it is difficult to obtain agreement about their value. 
When making decisions about value, all users of accounting information have to make assumptions or 
judgements about the value of the assets controlled by a business. In your own life, you will need to 
make the same kind of judgements about worth. When looking at figures in a statement of financial 
position, you should be trying to ascertain the underlying values, in terms of individual assets and 
composite groups of assets or businesses. You also need to do this with your life. Accounting figures can 
be helpful, but they simply cannot make individual judgements in the way that you can and need to do.

Class discussion points
1 Do you consider that knowledge as to how the accounting systems work is necessary for managers?

2 Can you think of ways in which this knowledge might be useful to you, assuming that you are operating 
as a manager in a business, not as an accountant?

3 If you were to develop your own business, you would be likely to do so partly for financial reasons, but 
also for reasons to do with factors such as flexibility, job satisfaction, etc. What kind of factors might 
you include in your own personal list of assets, or benefits, associated with running your own business, 
which would not normally be included in the business balance sheet, and how important are these 
likely to be to you? Would this list reduce the importance of the balance sheet?

ACCOUNTING AND YOU

CHAPTER 9  CORPORATE SOCIAL RESPONSIBILITY AND SUSTAINABILITY ACCOUNTING 435

terms, to its shareholders the choice of a more expensive production process that will yield lower 
pollution levels but also lower profits? If a competitor goes down the lower-cost, higher-pollution 
route, it will probably be able to sell at a lower price and threaten that competitor’s position. There 
are clearly some inherent conflicts in this area.

 ACTIVITY 9.4
Can you think of reasons why a business might still pursue activities that are less profitable but socially 
beneficial?

So how might business as a whole be encouraged to engage in more socially responsible behaviour? 
There are several possibilities:

• Make shirking of responsibilities more costly, by regulation and law and public awareness.
• Market the good citizen concept (e.g. the growth of ‘green’ consumerism), where consumers’ 

decisions are strongly influenced by the nature of the business, product or production method.
• Combine businesses into groups to develop ways of dealing with aspects of their business in a 

socially responsible way.
• Promote government action, which might include legislation, penalties for non-compliance or 

subsidies.

Concept check 1

Which of the following statements is false?

A Business today cannot solely focus on wealth maximisation.
B Social and environmental issues should be given serious consideration by today’s businesses.
C Today’s business managers must consider a much broader range of issues than in the past.
D Businesses today unanimously accept sustainability as their primary goal.
E All of the above are true.

Concept check 2

Which of the following statements is true? 

A Some stakeholders have legitimate interests in all parts of a business.
B Some stakeholders have legitimate interests in only a certain part of a business.
C Environmentalists are seen as a relatively new stakeholder in business.
D Potential customers should be considered as stakeholders.
E All of the above.

Concept check 3

The stakeholder concept recognises a number of parties with a legitimate 
interest or stake in business. These stakeholder groups include:

A Owners/shareholders and managers
B Employees and customers
C Government, lenders and suppliers
D Investment analysts
E All of the above.

CHAPTER 2  MEASURING AND REPORTING FINANCIAL POSITION 47

NATURE AND PURPOSE OF THE STATEMENT 
OF FINANCIAL POSITION

The purpose of the statement of financial position is to set out the financial position of a business 
at a particular point in time. It is also referred to as a ‘balance sheet’. Both terms have been used 
in recent years. The current recommendation is that the term ‘statement of financial position’ is 
to be used. This statement represents a summary of information provided in the accounts, and is 
effectively a listing of the balances in all of the detailed accounts—this is where the term ‘balance 
sheet’ comes from. The statement of financial position sets out the assets of the business on the one 
hand, and the claims against it on the other. Before looking at the statement in more detail, we need 
to be clear what these terms mean.

Assets
An asset, for accounting purposes, is essentially a business resource that has certain characteristics. 
The main characteristics of an asset are:

• A probable future economic benefit. This simply means that the item is expected to have 
some future monetary value, which can arise through its use in the business or through its 
hire or sale. Thus, an obsolete piece of equipment that can be sold for scrap would still be 
considered an asset, whereas an obsolete piece of equipment that could not be sold for scrap 
would not be regarded as an asset.

• The business has an exclusive right to control the benefit. Unless the business has exclusive 
rights over the resource, it cannot be regarded as an asset of the business. Thus, for a business 
offering holidays on barges or houseboats, a canal and river system is a very valuable resource. 
However, as the business cannot control others’ access to the system, it cannot be regarded as 
an asset of the business (but its barges and houseboats would count as assets).

• The benefit must arise from some past transaction or event. This means the transaction (or 
other event) giving rise to the business’s right to the benefit must have already occurred and 
will not arise at some future date. Thus, if a business agrees to purchase a piece of machinery 
at some future date, this does not make the item one of its assets at this point in time.

• The asset must be capable of reliable measurement in monetary terms. Unless the item can be 
measured in monetary terms with a reasonable degree of reliability, the item will not be included 
as an asset on the statement of financial position. For example, customer loyalty may be 
valuable to the business but impossible to quantify. Similarly, the title of a magazine (e.g. New 
Idea or Wheels) that was created by its publisher may be extremely valuable to that publishing 
business, but this value is usually difficult to quantify. It will not therefore be treated as an asset.

Note that all four of these conditions must apply. If one of them is missing, the item will not be 
treated as an asset for accounting purposes, and will not, therefore, appear on the statement of 
financial position. Figure 2.1 summarises the above discussion in the form of a decision chart.

We can see that these conditions will strictly limit the kind of items that may be referred to as 
‘assets’ in the statement of financial position. Certainly not all resources exploited by a business 
will be assets of the business for accounting purposes. Some, like the canal system or the magazine 
title Wheels, may well be assets in a broader sense, but not for accounting purposes. Once an asset 
has been acquired by a business, it will continue to be considered an asset until the benefits are 
exhausted or the business disposes of it in some way.

Examples of items that often appear as assets in a business statement of financial position 
include: freehold premises; machinery and equipment; fixtures and fittings; patents and trademarks; 
accounts receivable; investments; cash; and inventories.

Note that an asset does not have to be a physical item—it may also be a non-physical right 
to certain benefits. Assets that have a real physical substance are referred to as tangible assets 
(e.g. inventory, plant and equipment). Assets that have no physical substance but still represent 
potential benefits are referred to as intangible assets (e.g. copyright, trademark, patent, franchise, 
goodwill).

LO1

Explain the nature 
and purpose of 
the statement of 
financial position 

(balance sheet) and 
its component parts

asset
A resource held by a 
business which has certain 
characteristics.

tangible assets
Those assets that have a 
physical substance (e.g. 
plant and machinery, motor 
vehicles).

intangible assets
Assets which, while 
providing expected future 
benefits, have no physical 
substance (e.g. copyrights, 
patents).
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For appropriations, the implications of tax planning need to be recognised. Preference dividends 
should be easy. Ordinary dividends seldom reduce in practice, so any assumptions or estimates 
about these are likely to be seriously constrained.

Real World 13.1 indicates just how BHP described the approximate impact of the principal 
factors that aff ected earnings before interest and tax (EBIT) over a period: this is not based on 
forecasts but on actual performance. The analysis used, however, is quite similar to the kind used 
to date in forecasting the income statement.

For the statement of fi nancial position, assumptions and estimates include the following:

• Non-current assets—future acquisition and disposal of assets (including proceeds of disposal) 
and depreciation policies.

• Working capital—what kind of period of credit will be allowed to (and taken by) customers 
(accounts receivable), how quickly suppliers (accounts payable) will be paid, what levels 
of inventory will be targeted. The potential impact on profi ts and cash fl ow made by poor 
working capital management is considerable.

• Loans, raised or repaid.
• Capital—new capital raised (infrequently) and the amount or proportion of profi ts that is 

retained.

Most of the assumptions and estimates identifi ed to date relate to the statement of cash fl ows and 
include the following:

• profi t
• depreciation adjustments/asset disposals
• acquisitions of non-current assets
• levels of working capital

In its 2016 Annual Report BHP provided a table describing 
the impact of the principal factors that aff ected underlying 
EBITDA for 2016 (see page 73 of the report).

What is interesting in the context of this chapter are the 
items included in the table, particularly the following, as they 
relate to the ideas discussed in the chapter to date:

Changes in sales prices
Price-linked costs
Giving Net price impact
Productivity volumes
Growth volumes
Giving Changes in volumes
Operating cash costs
Exploration and business development
Giving Changes in controllable cash costs
Exchange rates
Infl ation on costs
Fuel and energy
Non-cash

One-off  items
Giving Changes in other costs.

Source: BHP Billiton Annual Report 2016, p 73. BHP Billiton.

Classroom discussion points
1 Access page 73 of the 2016 Annual Report:

 (a)  Identify the most signifi cant factors aff ecting 
underlying EBITDA for the fi nancial year ending 
30 June 2016.

 (b)  Which are the more signifi cant—changes in sales 
price or changes in price-linked costs?

 (c) Comment on the changes in volume.

 (d) Comment on the changes in controllable cash costs.

 (e) Discuss the changes in other costs.

2 How useful do you think an analysis of this type is?

3 What does an analysis of this type by a huge organisation 
teach you about the use of the fi nancial accounting 
framework in assisting planning? 

REAL WORLD 13.1
Analysis of principal factors impacting EBIT
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SOLUTIONS TO ACTIVITIES

ACTIVITY 6.1
Business is a risky venture—in some cases very risky. People will usually be happier to invest money when they know the 
limit of their liability. If investors are given limited liability, new businesses are more likely to be formed and existing ones 
are likely to fi nd it easier to raise more fi nance. This is good for the private-sector economy and may ultimately lead to the 
generation of greater wealth for society as a whole.

Obviously not all suppliers of goods and services are protected, as we read regularly that they lose all or part of what 
is owed to them when companies are liquidated (e.g. Harris Scarfe, Ansett, HIH). However, certain factors, requirements 
or actions are in place to provide protection, including:

• the legal requirement for companies to prepare fi nancial reports in conformity with statutory accounting standards
• suppliers may require payment to be made in advance
• creditors may require personal guarantees by the owners or management
• lenders may take out a specifi c claim against tangible assets of the company (mortgage, bill of sale)
• lending agreements may restrict the fi nancial practices:

—maximum level of debt to assets
—minimum required return on assets
—limitations on profi t distributions
—restrictions on asset sales
—specifi cation of accounting methods that can be used

• the creditors rank before the shareholders in the distribution of assets in the event of a liquidation of the company.

ACTIVITY 6.2
Two ways are commonly used in practice:

• The shareholders may insist on monitoring closely the actions of the directors and the way in which they use the 
resources of the company.

• The shareholders may introduce incentive plans for directors that link their pay to the share performance of the 
company. In this way, the interests of the directors and shareholders will become more closely aligned.

ACTIVITY 6.3
The answers are as follows:

Net assets
Cash $100,000
Shareholders’ equity
Share capital (100,000 ordinary shares issued at $2—called to $1) $100,000

Net assets
Cash $150,000
Shareholders’ equity
Share capital (100,000 ordinary shares issued at $2—called to $1.50) $150,000

CC1 E
CC2 A
CC3 C
CC4 D

CC5  A You might 
have been 
tempted with B, 
but accounting 
reserves are 
never in cash

CC6 D
CC7 C
CC8 D
CC9 E
CC10 C

CC11 D
CC12 E

Concept check answers
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Concept check 9

Which of the following statements about profi t–volume charts are true?

A	 Profi t–volume charts provide more information than break-even charts.
B	 The slope of the profi t line is the same as the slope of the revenue line on the 

break-even chart.
C	 The slope of the profi t line is the same as the slope of the total cost line on the 

break-even chart.
D	 None are true. All are false. 

 ACTIVITY 11.6
A company has existing monthly sales of $350,000 and a contribution margin of 0.15 (15%). A new 
product is introduced at a discounted price in an endeavour to boost custom. The new product is 
expected to generate sales of $18,000 per month at a negative contribution of $3,000, increase fi xed costs 
by $7,000 per month, but boost sales of existing products by 12%.

Compute the overall change (profi t/loss) for the subsequent month.

SELF-ASSESSMENT QUESTION  11.1

The following information concerns a business for the past three months:

$
Sales 15,000 units @ $20 300,000
Variable costs 15,000 units @ $12 180,000
Contribution 120,000
Fixed costs 150,000
Loss 30,000

The managers of the business are now considering what to do about this loss. They hope to make a profi t of $30,000 
in the next three months, and the following proposals have been made:

1 launch an advertising campaign costing $50,000
2 reduce selling price to $19
3 reduce variable costs by $1.50 per unit by installing more effi cient equipment, which will increase fi xed costs by 

$40,000.

You have been asked to advise on:

(a) the level of sales needed to make a profi t of $30,000 assuming that none of the three proposals is adopted
(b) the break-even point under this assumption
(c) the level of sales needed, for each of these proposals, to generate the required profi t
(d) the impact each proposal will have on the break-even point.

Assume that revenues and costs will remain the same in the next three months, other than those for the three 
proposals.
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SUMMARY
In this chapter we have achieved the following objectives in the way shown.

OBJECTIVE METHOD ACHIEVED

LO1: Explain the nature and purpose of the statement of 
financial position and its component parts

• Identified the purpose as being to set out the financial position of a 
business at a particular point of time

• Explained that the statement included assets and claims, which 

consisted of external liabilities and owners’ equity

• Identified and analysed the nature of assets
• Identified and analysed the nature of liabilities
• Identified and analysed the nature of owners’ equity
• Used the accounting equation to illustrate the build-up of a 

statement of financial position, covering a range of transactions 
including trading transactions

LO2: Explain the accounting equation, and use it to build 
up a statement of financial position at the end of a period

• Explained the accounting equation

• Illustrated by use of a practical example

• Worked through an additional activity to enable us to prepare a 

statement of financial position after a series of transactions

LO3: Classify assets and claims • Identified the most common classification of assets being based on 
the timing of receipts of benefits of ownership (e.g. current, non-
current)

• Identified the current/non-current classification as being appropriate 
for liabilities

• Explained the difference between the various components of equity

LO4: Apply the different possible formats for the 
statement of financial position

• Illustrated the main format of the statement of financial position
• Examined the following formats:

• horizontal (T account)

• vertical (narrative)

• Differentiated between the entity approach and the proprietary 

approach

• Identified the basic equation as:

• proprietary:

OE 5 A – L
• entity:

A 5 L 1 OE

LO5: Identify the main factors that influence the content 
and values in a statement of financial position

Identified and analysed the following factors:
• conventional accounting practice

• business entity

• historic cost

• prudence

• going concern

• dual aspect

• money measurement, including consideration of goodwill and brands 

and human resources

• stable monetary unit

• valuation of assets

LO6: Identify the main ways in which the statement of 
financial position can be useful for users of accounting 
information

Identified the ways in which the statement of financial position can 
provide useful insights into:

• how the business is financed and how funds are deployed
• the liquidity (ability to meet short-term obligations) of the business

• the value of the business

• the relationship between assets and claims

• the asset mix (productive or unproductive) of the business

• business performance
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◀ In-chapter self-assessment questions
More demanding and comprehensive than 
the activities, these challenge you to put into 
practice your understanding of key concepts. 
The self-assessment question solutions are 
available online at www.pearson.com.
au/9781488616570.

Solutions to activities and concept checks ▶
These allow you to check your answers to the 

in-chapter activities.

◀ Summary
At the end of every chapter, the summary 
correlates learning objectives with the method 
used to achieve them. Use this as a great 
revision tool.

End-of-chapter questions and problems ▶
These help reinforce your understanding of 

chapter content. All questions are keyed to their 
corresponding learning objectives so you can pick 

and choose the areas you want to work on. The 
questions are divided into level of difficulty—

easy, intermediate and challenging. They include:
•  discussion questions to help you assess 

your recall of the main principles 
covered in each chapter

•  application exercises to help you apply 
and consolidate your understanding 
of accounting in practice.

◀ Case studies
These give you real-world examples of 
accounting in practice and encourage you to 
think critically about accounting issues and 
controversies.

Glossary ▶
This quick reference guide at the end of the 

book helps jog your memory for all those 
important accounting terms and concepts.

A
ABC system of inventories control A method of applying 
different levels of inventories control, based on the value of each 
category of inventories.
absorption costing A method of costing in which a ‘fair share’ 
of manufacturing/service provision overhead is included when 
calculating the cost of a particular product or service.
accelerated depreciation An approach to the calculation of 
depreciation expense which results in depreciation expenses being 
higher in the early years of an asset’s life than in later years.
accelerated rights issues Rights issues of this type are structured 
in two phases, with an initial (accelerated) issue to institutional 
investors (who will pay quickly), followed by a (non-accelerated) 
issue to the retail (non-institutional) component of the shareholders.
accounting The process of identifying, measuring and 
communicating information to permit informed judgements and 
decisions by users of the information.
accounting rate of return (ARR) The average accounting profi t 
from an investment, expressed as a percentage of the average 
investment made.
accounting standards Rules established by the professional 
or statutory accounting bodies, which should be followed by 
preparers of the annual accounts of companies.
accruals accounting The system of accounting that adheres to 
the accruals convention. This system is followed in preparing the 
statement of fi nancial position and the income statement.
accruals convention A convention which asserts that profi t is the 
excess of revenue over expenses for a period, not the excess of 
cash received over cash paid.
accrued expenses Expenses which are outstanding at the end of 
the accounting period.
acid test ratio A liquidity ratio that relates the liquid assets 
(usually defi ned as current assets less inventories and prepayments) 
to the current liabilities.
activity-based costing (ABC) A technique for more accurately 
relating overheads to specifi c production or provision of a service. 
It is based on acceptance of the fact that overheads do not just 
occur: they are caused by activities, such as holding products in 
stores, which ‘drive’ the costs.
adverse variance A difference between planned and actual 
performance, where the difference will cause the actual profi t to 
be lower than the budgeted one.
ageing schedule of accounts receivable A report dividing 
accounts receivable into categories, depending on the length of 
time outstanding.
amortisation The writing-down of an asset—usually an intangible 
asset—as its benefi t is used up; the equivalent of depreciation for a 
non-current asset.
asset A resource held by a business which has certain characteristics.
associate company A company which is partly owned by 
another company, such that the ownership does not give the 

investor company control, but does give it the opportunity to exert 
considerable infl uence. Typically, the ownership is between 20% 
and 50%.

audit A process in which a range of activities are checked to 
ensure that the activities have been completed in accordance with 
a set of rules or guidelines.

audit trail A step-by-step record by which accounting data can be 
traced back to their source.

auditors Professionals whose main duty is to make a report as to 
whether, in their opinion, the accounting statements of a company 
do what they are supposed to do; namely, to show a true and 
fair view, and comply with statutory and accounting standard 
requirements.

Australian Accounting Standards Board (AASB) Australian body 
responsible for developing accounting standards for application to 
Australian entities.

Australian Securities and Investments Commission (ASIC) The 
government body responsible for regulating companies, company 
borrowings, and investment advisers and dealers.

average inventories turnover period ratio An effi ciency ratio 
that measures the average period for which inventories are held by 
a business.

average settlement period for accounts payable ratio An 
effi ciency ratio that measures the average time taken for a business 
to pay its trade payables.

average settlement period for accounts receivable ratio An 
effi ciency ratio that measures the average time taken for trade 
receivables to pay the amounts owing.

B
bad debts Amounts owed to the business that are considered to 
be irrecoverable.

balance sheet A statement that shows the assets of a business 
and the claims on the business. Assets must always equal claims. 
Claims will relate to external liabilities and owner’s claims (known 
as equity).

balanced scorecard Both a management system and a system 
for measuring and reporting performance, which includes 
information relating to fi nancial aspects of the business, business 
processes, customers, and learning and growth, thus giving a more 
comprehensive (and strategic) view of the business.

bank overdraft A fl exible form of borrowing that allows an 
individual or business to have a negative current account balance.

batch costing A technique for identifying full cost, where the 
production of many types of goods and services, particularly 
goods, involves producing a batch of identical or nearly identical 
units of output, but where each batch is distinctly different from 
other batches.

board of directors The team of people chosen by the 
shareholders to manage a company on their behalf.

bonds See loan stock/notes.

GLOSSARY
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DISCUSSION QUESTIONS
EASY

9.1  LO1 Corporate social responsibility (CSR) reporting extends the traditional financial reporting into new 
areas. Describe three of these new areas.

9.2 LO2 What is meant by ‘corporate social responsibility’?

9.3 LO1–3 At a personal level, articulate your views on ethical governance. In the course of this, examine your 
views on the extent to which the search for wealth should be limited by moral values or social 
conscience.

9.4 LO3 Describe in detail the Australian Accounting Standards for corporate social responsibility (CSR) 
accounting.

9.5 LO4 List the three components of triple bottom line reporting. Which component is currently 
accommodated by financial accounting reporting standards? With what measure?

9.6 LO5 What does ‘GRI’ stand for? What’s one word to describe what it’s all about? Who is it meant to benefit?

9.7 LO6 List the four perspectives used with the balanced scorecard approach.

INTERMEDIATE

9.8 LO1/2 Can you think of any current issues relating to businesses or industries in your area where business 
interests, social needs and environmental consequences are in conflict? How might you attempt to 
balance these conflicts in both the short term and the long term?

9.9 LO2 Why might we expect a voluntary CSR policy to work?

9.10 LO2 Just how much responsibility should an organisation take for social and environmental issues?

9.11 LO1–3 Assume that you are the CEO of a company that is the major employer in a small town in rural New 
South Wales. What responsibility would you have for your employees? Would your company size 
affect your decision?

9.12 LO1–3 Is there any evidence that companies that are socially responsible, in terms of pollution and waste 
avoidance, benefit in terms of profits?

9.13 LO1–3 To what extent are social and environmental concerns consistent with a shareholder wealth 
maximisation objective?

9.14 LO1–3 How well equipped is the typical business person to understand the full range of issues covered by a 
full-scale sustainability report?

9.15 LO1 Why CSR? Don’t accountants have enough to do with their preparation of the traditional financial 
statements?

9.16 LO2 Discuss the potential for practical application of the Ceres Principles. Describe potential roadblocks to 
the use of these principles as a practical guide.

9.17 LO6 How is the balanced scorecard approach similar to the GRI?
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The management of Enviro Ltd is planning a fairly 
signifi cant expansion policy for the forthcoming 
year (2018). You have been asked to look at the 
fi nancial implications of its plans. You have asked for 
a clear identifi cation of the underlying assumptions 
and estimates, and these are given below.

Market position
The total estimated market for 2017 is $600 million.

Sales during 2017 are expected to be around $30 
million. However, the business is looking to achieve 
an improved market share (currently 5%) in 2018 
due to more aggressive marketing. A 25% increase 
in sales volume is expected. Given product price 
elasticity, prices will need to be maintained at the 
2017 levels in order to achieve the planned volumes.

Economic environment
The current rate of infl ation is 4% and this rate is 
likely to continue through 2018. The business thinks 
that this refl ects a reasonably close estimate of its 
specifi c cost infl ation and is happy to proceed on 
this assumption.

Tax is expected to be charged at 30%.

Dividend policy
The dividends to be recommended for 2017 total $1 
million. The business would like to increase this to 
$1.25 million to cover infl ation and to share in the 
hoped for increase in profi tability.

Financial structure of the company
Share capital amounts to $10 million at the end of 
2017, with reserves amounting to $2.5 million.

Care has been taken with regard to working 
capital management, and the business plans to 
maintain its working capital in the following 
proportions through both 2017 and 2018:

Inventory 10% of sales for the year
Accounts receivable One-sixth of sales for the 

year (i.e. a two-month 
credit period)

Cash 3% of sales for the year
Accounts payable One-twel! h of sales for 

the year (i.e. a one-month 
credit period)d)

Other current liabilities at the end of 2017 are esti-
mated to be dividends and tax of $900,000.

Variable costs in 2017 are expected to be 60% of 
sales.

Fixed costs for 2017 are expected to be $9 million, 
including $1 million for depreciation.

An extra amount of approximately $1 million 
will be spent on advertising in 2018 in order to 
capture the increased market share.

Capital expenditure/non-current assets
The company currently has non-current assets 
which had cost $12 million, with an associated 
aggregate depreciation which is expected to amount 
to $4 million at the end of 2017. Depreciation is 10% 
straight line.

In order to support the expansion, new equipment 
will need to be purchased at a cost of $4 million. This 
is planned to occur at the start of 2018. Depreciation 
on this will also be at 10% straight line. Some existing 
assets will be sold for $60,000. These had originally cost 
$400,000 and had been depreciated to date by $300,000.

CHAPTER 8 CASE STUDY

QUESTIONS
1 Explain why preparation of a set of projected fi nancial statements might be useful.

2 Make the necessary computations to refl ect the plans outlined above, clearly stating any 
assumptions.

3 Comment on the feasibility of the plans, and suggest any courses of action that management might 
take.

4 Evaluate the use of the projected fi nancial statements in terms of effi  ciency of planning and decision-
making in the context of this particular business.

5 State what advantages there might be in using spreadsheets to prepare statements of this type.

6 Sensitivity analysis is an analysis in which variables in a decision are changed one at a time, with 
the view to identifying which variables are most important to the success of the decision, plan or 
project. In what ways might an analysis of this type improve your decision-making ability? What 
kind of variables might you examine critically?
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Students

Solutions to the self-assessment questions are available at www.pearson.com.au/ 
9781488616570.

Educators
A suite of resources is provided to assist with delivery of the content, as well as to 
support teaching and learning.

Solutions Manual
The Solutions Manual provides educators with detailed, accuracy-verified solutions to 
in-chapter and end-of-chapter problems in the book.

Test Bank
The Test Bank provides a wealth of accuracy-verified testing material. Updated for 
the new edition, each chapter offers a wide variety of question types, arranged by 
learning objective and tagged by AACSB standards. Questions can be integrated into 
Blackboard or Moodle Learning Management Systems.

Lecture Slides
A comprehensive set of PowerPoint slides can be used by educators for class 
presentations or by students for lecture preview or review. They include key figures and 
tables, as well as a summary of key concepts and examples from the course content.

Digital Image PowerPoint Slides
All the diagrams and tables from the course content are available for lecturer use.

RESOURCES FOR STUDENTS AND EDUCATORS

Copyright © Pearson Australia (a division of Pearson Australia Group Pty Ltd) 2018 — 9781488616570 — Atrill/Accounting for Business Students 1e

Atrill, Peter, et al. Accounting for Business Students eBook, P.Ed Australia, 2017. ProQuest Ebook Central, http://ebookcentral.proquest.com/lib/usyd/detail.action?docID=5220577.
Created from usyd on 2018-03-05 19:48:54.

C
op

yr
ig

ht
 ©

 2
01

7.
 P

.E
d 

Au
st

ra
lia

. A
ll 

rig
ht

s 
re

se
rv

ed
.

http://www.pearson.com.au/9781486008797


C H A P T E R  1

INTRODUCTION TO ACCOUNTING

People need economic information to help them make decisions and judgements about businesses. 
Whether we are talking about a business manager making decisions about the most appropriate level 
of production, a bank manager responding to a request from the business for a bank loan or trade 
unionists deciding how much pay increase to seek for their members, accounting information should 
help them with their decision.

In this opening chapter, we begin by considering the roles of accounting. As we shall see, accounting can 
be a valuable tool in the decision-making, planning and control process. We shall identify those people 
who are the main users of accounting and financial information, and discuss the ways in which this 
information can improve the quality of decisions that they make. In subsequent chapters, we develop 
this decision-making theme by considering in some detail the kinds of financial reports and methods 
used to aid decision-making.

LEARNING OBJECTIVES
When you have completed your study of this chapter, you should be able to:

LO1 Explain the nature and role of accounting

LO2 List the main groups that use the accounting reports of a business entity, and 
summarise the different uses that can be made of accounting information

LO3 Compare and contrast fnancial and management accounting

LO4 Identify the main purpose of a business (while recognising a range of other 
infuences), and explain the traditional risk–return relationship

LO5 Provide an overview of the main fnancial reports prepared by a business

LO6 Outline the main types of business ownership, describe the way in which a business 
is typically organised and managed, and explain the importance of accounting in 
a business context

LO7 Identify ways in which business and accounting have been changing, together 
with some current issues confronting businesses and their associated reporting, 
including current thinking on ethics in business

LO8 Explain why accounting information is generally considered to be useful, and why 
you need to know the basics of accounting

LO9 Identify the learning outcomes associated with the Australian Learning and 
Teaching Council’s Academic Standards Statement for Accounting: namely 
judgement; knowledge; application skills; communication and teamwork; and 
self-management; and examine how these compare with characteristics of 
successful business people.
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ACCOUNTING FOR BUSINESS STUDENTS2

Since this book is mainly concerned with accounting and financial decision-making for private-sector 
businesses, we shall devote some time to examining the business environment. We shall, therefore, 
consider the key financial purpose of a private-sector business, the main forms of business enterprise 
and the ways in which a business may be structured, organised and managed. These are all important 
as they help to shape the kind of accounting and financial information that is produced.

Finally, we shall consider how business is changing and identify key issues regarding stakeholder 
interests, ethics and sustainability. These issues have considerable implications for the public 
perception of business, for businesses themselves, and for accountants and their measurement and 
reporting systems. Some of these issues are difficult and not easily resolved, but they are issues that 
you need to be aware of.

MAKING DECISIONS
So how do you make decisions?

• What kind of decisions do you need to make?

• How important is economic information in your decision-making?

• How do you deal with numbers and quantitative information?

• Are you comfortable with these areas, or are there areas with which you are uncomfortable?

Let us consider the kind of decisions that are commonly made at some stage of our lives.

• Keeping expenditure in line with income—something just about every student will wrestle with.

• Buying new things—these might include buying simple things like a new mobile phone, or a new 
vehicle, whether an old banger or a new BMW, or a really major decision, such as buying a home.

• Starting a new business venture, either on your own or in collaboration with others.

• Investing for the future in shares or government bonds.

All of these decisions will require you to collect information, much of which can be classified as economic. 
Economic information is largely quantitative. The typical economic decision involves choosing the best 
outcome for you, given that your resources are scarce.

None of what has been said to date should imply that decisions are made solely on economic lines. 
Many decisions are based on things such as personal preference, family considerations, a sense of duty 
or aesthetics, with a few people even using the stars to assist! However, many decisions have a clear 
economic orientation, and accounting can help with these decisions.

So what information do you need to keep your expenditure in line with income? You will probably 
need a clear understanding of your income, its amount and nature. You will also need to have a clear 
understanding of your spending patterns, and you will almost certainly need to diferentiate between 
ongoing regular expenditure and one-of expenditure.

Decisions to buy new things may be relatively easy, such as buying a new phone, which may well 
be bought out of normal spending. Decisions about major assets, such as the purchase of a home, will 
require much more careful information gathering and analysis. This analysis will probably include 
ideas around how the asset will be funded.

Decisions regarding potential business ventures also require substantial data collection and 
analysis. Your future lifestyle is likely to be substantially influenced by the success or failure of a 
venture of this type. The analysis will need to contain information about markets and competition, as 
well as specifics regarding the particular business.

ACCOUNTING AND YOU
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CHAPTER 1  INTRODUCTION TO ACCOUNTING 3

NATURE AND ROLE OF ACCOUNTING
Accounting is concerned with the collection, analysis and communication of economic information. 
Such information can be used as a tool of decision-making, planning and control. This is to say that 
accounting information is useful to those who need to make decisions and plans about businesses, 
and for those who need to control those businesses.

Examples of the kind of decisions for which the managers of businesses may need accounting 
information include the following:

• decisions to develop or terminate new products or services
• decisions to change the price or quantity of existing products
• decisions to borrow money to help finance the business
• decisions relating to the scale of the business, and
• decisions to change the methods of purchasing, production or distribution.

You might spend a few moments reflecting on the implications of some of these. Some decisions 
have far-reaching consequences; for example, moves to take activities offshore have the potential to 
impact substantially on the business, its workforce, and the local and regional communities.

Although managers working in a particular business are likely to be significant users of 
accounting information, they are by no means the only people who are likely to use accounting 
information about that particular business. People outside the business (whom we shall identify 
later) may need information to help make decisions such as whether to invest in the business—as 
owner or lender, whether to grant credit for goods provided or whether to enter into a major 
contract with the particular business.

It is generally recognised that accounting fulfils two distinct roles: a ‘stewardship’ role and a 
‘decision-usefulness’ role. Traditionally, accounting focused more on providing a stewardship, or 
accountability, report on the status of transactions for the period; that is, what was the position at 
the beginning of the period, what happened during the period and what the position was at the 
end of the period. More recently, accounting has been seen as a way of assisting a wide range of 
users to make informed choices about the allocation of scarce resources. Sometimes, the impression 

LO1

Explain the 
nature and role of 

accounting

accounting
The process of identifying, 
measuring and 
communicating information 
to permit informed 
judgements and decisions by 
users of the information.

Decisions regarding the possible purchase of new shares or bonds will require the collection 
of relevant data. In the case of shares, this will probably mean detailed information about the past 
performance of the company and estimates of its future prospects.

Clearly, any decision that has an economic element will require substantial economic information. 
Basically, the role of the accounting system is to provide much of that information. The system cannot 
and does not attempt to cover all economic input, but essentially focuses on the collection, recording and 
reporting of key economic data as they relate to a particular individual or entity. Just what information 
is covered is the subject of this book.

You may not be comfortable with numbers and quantified information. However, it is difcult for 
an entity to be successful without having someone who does understand and can communicate such 
information. So good luck with your studies.

Class discussion points
1 If you were to consider starting a business, what information would you be seeking before commencing?

2 Who might you want to work with and in what capacity?

3 How important is teamwork and good communication in decision-making? Do you see any particular 
issues that might arise with the people identified above?

4 How comfortable are you likely to be in a team where expertise in a particular area is held by only one 
team member?
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ACCOUNTING FOR BUSINESS STUDENTS4

is given that the purpose of accounting is simply to prepare financial reports on a regular basis. 
While it is true that accountants do this kind of work, it does not represent an end in itself. The 
ultimate purpose of accountants’ work is to discharge the accountability function of management 
and to influence the decisions of those who use the information produced. This decision-making 
perspective of accounting is central to the theme of this book and shapes the way we deal with each 
chapter.

Accounting as a service function
Accounting can be seen as a form of service. Accountants provide financial information to their 
‘clients’. These clients are the various users identified in the next main section of the chapter. The 
quality of the service provided will be determined by the extent to which it meets the information 
needs of the various user groups. To be useful to users, the information must possess certain 
qualities. In particular, it must be relevant and it must faithfully represent what it is supposed to 
represent. These two qualities, which are regarded as fundamental qualities, are covered in more 
detail below.

• Relevance. Accounting information must be able to influence decisions—otherwise, there 
really is no point in producing it. To do this, it must be relevant to the prediction of future 
events (such as estimating next year’s profit) or to the confirmation of past events (such as 
establishing last year’s profit), or to both. By confirming past events, users can check on the 
accuracy of their earlier predictions. This can, in turn, help them to improve the ways in 
which they make predictions in the future.

 To be relevant, accounting information must cross a threshold of materiality. A key question 
to be asked is whether its omission or misrepresentation would alter the decisions that users make. 
If the answer is no, the information is not material. This means that it should not be separately 
included within accounting reports, as it will merely clutter them up and, perhaps, interfere with 
the users’ ability to interpret them. All figures need to be included in the accounts: the question 
is whether a particular figure needs to be separately identified or whether it can be included 
elsewhere, under a more general heading. The threshold of materiality will vary from one business 
to the next. To identify the threshold, the nature of the information and the amounts involved 
must be considered within the context of the accounting reports of the particular business.

• Faithful representation. Accounting information should represent what it is supposed to 
represent. This means that it should be complete, by providing all of the information needed 
to understand what is being portrayed. It should also be neutral, which means that it should 
be presented and selected without bias. Finally, it should be free from error. This is not the 
same as saying that it must always be perfectly accurate; this is not really possible. Estimates 
may have to be made which eventually turn out to be inaccurate. It does mean, however, 
that there should be no errors in the way in which these estimates have been prepared and 
described. In practice, a piece of information may not perfectly represent these three aspects of 
faithful representation. It should try to do so, however, insofar as possible.

Note that accounting information must satisfy both fundamental qualities of relevance and 
reliability if it is to be useful. There is little point in producing information that is relevant, but 
which lacks faithful representation, or producing information that is irrelevant, but which is 
faithfully represented.

Further qualities
Where accounting information is both relevant and faithfully represented, there are other qualities 
that, if present, can enhance its usefulness. These are comparability, verifiability, timeliness and 
understandability. Each of these qualities is now considered.

• Comparability. This quality helps users to identify similarities and differences between items 
of information. It may help them, for example, to identify changes in the business over time 
(such as the trend in sales revenue over the past five years). It may also help them to evaluate 
the performance of the business in relation to similar businesses. Comparability is enhanced 

fundamental qualities
These are the two most 
important qualities which 
underline the preparation of 
accounting reports namely 
relevance and faithful 
representation.

relevance
A quality that states that, 
in order to be relevant, 
accounting information 
must be able to influence 
decisions.

materiality
The quality of information 
which has the potential to 
alter the decisions that users 
make.

faithful representation
A quality that says that 
accounting information 
should represent what it is 
supposed to represent—it 
should be complete, neutral 
and free from error.

comparability
A quality which helps users 
identify similarities and 
differences between items of 
information.
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CHAPTER 1  INTRODUCTION TO ACCOUNTING 5

by treating items that are basically the same in the same manner for accounting purposes. 
It is also enhanced by making clear the policies that have been adopted in measuring and 
presenting the information.

• Verifiability. This quality provides assurance to users that the accounting information 
provided faithfully represents what it is supposed to represent. Accounting information is 
verifiable where different, independent experts would be able to reach a consensus that it 
provides a faithful portrayal. Verifiable information tends to be supported by evidence.

• Timeliness. Accounting information should be produced in time for users to make their 
decisions. A lack of timeliness will undermine the usefulness of the information. Normally, the 
later accounting information is produced, the less useful it becomes.

• Understandability. Accounting information should be set out as clearly and concisely as 
possible. It should also be able to be understood by those at whom the information is aimed.

 ACTIVITY 1.1
Do you think that accounting reports should be understandable by those who have not studied 
accounting?

Despite the answer to Activity 1.1, the onus is clearly on accountants to provide information in a 
way that makes it as understandable as possible for non-accountants.

It is worth emphasising that the four further qualities just discussed cannot make accounting 
information useful. They can only enhance the usefulness of information that is already relevant 
and faithfully represented. It is also worth noting that the qualitative characteristics may conflict.

Costs and benefits of accounting information
In addition to the characteristics described above, there is also a seventh key characteristic which 
is at least as important as any of these six. In theory, a particular piece of accounting information 
should be produced only if the cost of providing it is less than the benefits, or value, to be derived 
from its use. This cost–benefit issue will limit the amount of accounting information provided. 
In practice, however, these costs and benefits are difficult to assess.

To illustrate the practical problems of establishing the value of information, let us assume that 
someone has collided with our car in a carpark, dented one of the doors and scraped the paintwork. 
We want to have the dent taken out and the door resprayed at a local service station. We know 
that the nearest service station would charge $700, but we believe that other local service stations 
may offer to do the job for a lower price. The only way of finding out the prices at other service 
stations is to visit them, so that they can see the extent of the damage. Visiting the service stations 
will involve using some fuel and will take up some of our time. Is it worth the cost of finding out 
the price for the job at the various local service stations? The answer, as we have seen, is that, if the 
cost of discovering the price is less than the potential benefit, it is worth having that information.

To identify the various prices for the job, there are several points to be considered, including:

• How many service stations shall we visit?
• What is the cost of fuel to visit each service station?
• How long will it take to make all the visits?
• At what price do we value our time?

The economic benefit of having the information on the price of the job is probably even harder to 
assess. The following points need to be considered:

• What is the cheapest price that we might be quoted for the job?
• How likely is it that we shall be quoted a price cheaper than $700?

As we can imagine, the answers to these questions may be far from clear—remember that we have 
only contacted the local service station so far. When assessing the value of accounting information 
we are confronted with similar problems.

verifiability
Something that can be 
checked and verified.

timeliness
Being available early enough 
to be of use to users.

understandability
Clearly set out to facilitate 
understanding.
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ACCOUNTING FOR BUSINESS STUDENTS6

Accounting as an information system
Accounting can be seen as an important part of the total information system for a business. Users, 
both inside and outside the business, have to decide how to allocate scarce economic resources. 
To try to ensure that these allocation decisions are efficient and effective, users require economic 
and other information. It is the role of the accounting system to provide much of that information. 
Thus, we can view accounting as an information-gathering, processing and communication system. 
The accounting system will involve the following four stages shown in Figure 1.2:

1 identifying and capturing relevant economic information
2 recording the information collected in a systematic manner
3 analysing and interpreting the information collected
4 reporting the information in a manner that suits the needs of users.

The characteristics that influence the usefulness of accounting information

Two fundamental qualities determine the usefulness of accounting information. In addition, four qualities enhance the usefulness of accounting 
information. The benefits of providing the information, however, should outweigh the costs.

FIGURE 1.1

Qualities

Materiality
threshold

Fundamental Enhancing

Relevance Faithful
representation

Predictive
value

Confirmatory
value Completeness Neutrality Freedom

from error

Comparability Timeliness Verifiability Understand-
ability

COST
CONSTRAINT

Producing accounting information can be very costly. The costs, however, are often difficult to 
quantify. Direct out-of-pocket costs, such as salaries of accounting staff, are not usually a problem, 
but these are only part of the total costs involved. There are other costs, such as the cost of user’s 
time spent on analysing and interpreting the information provided.

There are no easy answers to the problem of weighing costs and benefits. Although it is possible 
to apply some ‘science’ to the problem, a lot of subjective judgement is normally involved.

The qualities, or characteristics, influencing the usefulness of accounting information, which 
have been discussed above, are summarised in Figure 1.1.
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CHAPTER 1  INTRODUCTION TO ACCOUNTING 7

Given the decision-making emphasis of this text, we shall primarily concentrate on the final two 
elements of the process—the analysis and reporting of financial information. We are concerned with 
how information is used by, and is useful to, decision-makers rather than with how it is collected and 
recorded. However, in Chapters 4 and 5 we will provide a brief overview of data collection and recording 
for those who are interested or need a foundation for more detailed work on these two aspects of 
accounting.

Concept check 1

The purpose of accounting is to:

A Provide information to assist users’ decision-making
B Report on the status of transactions for the period
C Prepare financial reports on a regular basis
D Provide financial information to clients
E None of the above are true.

Concept check 2

The two most important qualities for accounting information are: 

A Relevance and materiality
B Relevance and accuracy
C Faithful representation and relevance
D Completeness and relevance
E Freedom from error and relevance.

Concept check 3

The usefulness of accounting information is increased by:

A Not being overly complex
B Being provided on schedule (e.g. not late)
C Being supported by reasonable evidence
D All of the above
E None of the above.

The accounting information system

The figure shows the four sequential stages of an accounting information system. The first two stages are concerned with preparation, 
and the last two stages are concerned with using the information collected.

FIGURE 1.2

Information
identification

Information
recording

Information
analysis

Information
reporting
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