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g

PREFACE

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

Created from usyd on 2018-03-05 19:48:54.

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

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

ACCOUNTING FOR BUSINESS STUDENTS

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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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

Created from usyd on 2018-03-05 19:48:54.

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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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.

ACCOUNTING FOR BUSINESS STUDENTS

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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FOR STUDENTS: HOW DO | USE THIS BOOK?

| WAPTER ;- <« Learning objectives ®
V' INTRODUCTION T2 ACCOUNTING These are listed at the beginning of each chapter
LeARNG oBsECTIVES and explain the key concepts that you should
it mmemefam e e tommmi \ understand after studying the chapter. They o
e e 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

o

ining o
it

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

b he v of brands o s layer i ot hama st was ot

Concept check 1

Accounting and You boxes » —

i s b ok

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.

by by Wou i e e mpoiane ot e )

< 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 13.1

Analysis of principal factors impacting EBIT

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.
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I Profi-wlume charts provde more informatin than beak-even harts.

breskven chart

(-]
breskven chart
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© ACTIVITY 116

L wich wil increase fned costs by

ext three monihs, othr than thos for the tree

< 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:
e 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.

Concept check answers. J(

SOLUTIONS TO ACTIVITIES
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RESOURCES FOR STUDENTS AND EDUCATORS

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.
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INTRODUCTION TO ACCOUNTING

LEARNING OBJECTIVES

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

L0l 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

L03 Compare and contrast financial and management accounting

L04 Identify the main purpose of a business (while recognising a range of other
influences), and explain the traditional risk-return relationship

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

L06 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

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

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

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.

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.




ACCOUNTING FOR BUSINESS STUDENTS

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.

ACCOUNTING AND YOU

MAKING DECISIONS

So how do you make decisions?

e What kind of decisions do you need to make?

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

e How do you deal with numbers and quantitative information?

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

e 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.

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

e 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 differentiate between
ongoing regular expenditure and one-off 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.

Copyright © 2017. P.Ed Australia. All rights reserved.
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CHAPTER 1 INTRODUCTION TO ACCOUNTING

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 difficult 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 youweretoconsider 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?

W Y Ty - 14 VAN W T L

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:

o decisions to develop or terminate new products or services

o decisions to change the price or quantity of existing products

o decisions to borrow money to help finance the business

o decisions relating to the scale of the business, and

e 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
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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.
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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.

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.

e 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.

o 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.

o 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
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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.

o 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.

o 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.

e 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.

O 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:

e How many service stations shall we visit?

o What is the cost of fuel to visit each service station?
e How long will it take to make all the visits?

e 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:

o What is the cheapest price that we might be quoted for the job?
o 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.
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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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CONSTRAINT Qualities

Predictive Confirmatory Freedom

value value

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.

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.

COST

Faithful
representation

Relevance

Completeness Neutrality from error

Materiality
threshold

Understand-

Comparability Verifiability ability

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.
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Information Information Information Information
identification recording EQELA reporting

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.

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 J

The purpose of accounting is to:

¥ Provide information to assist users’ decision-making
IEB Report on the status of transactions for the period
I3 Prepare financial reports on a regular basis

I8 Provide financial information to clients

I3 None of the above are true.

Concept check 2 J

The two most important qualities for accounting information are:

¥ Relevance and materiality

IEW Relevance and accuracy

I3 Faithful representation and relevance
IEB Completeness and relevance

I Freedom from error and relevance.

Concept check 3 J

The usefulness of accounting information is increased by:

¥ Not being overly complex

IEB Being provided on schedule (e.g. not late)
I3 Being supported by reasonable evidence
I3 All of the above

IE8 None of the above.
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