
ACCOUNTING FOR BUSINESS 
DECISIONS A - 22107 
LECTURE 1 – DESCRIBING DATA 

Accounting is the process of identifying, measuring and communicating economic information to 
permit informed judgments and decisions 

LO1 - FOUR ACCOUNTING ASSUMPTIONS 

Economic entity: financial activities of a business can be separated form those of the business 
owner 

Time period: economic information can be meaningfully captured and communicated over short 
periods of time 

Monetary unit: accountants assume that the dollar is the most effective means to communicate 
economic activity 

Going concern: accountants assume that a company will continue to operate into the foreseeable 
future 

GAAP à  GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 
- Accountants are regulated by the Australian Accounting Standards Board (AAST) 
- GAAP covers the standards and general body of rules accountants understand and 

observe 

LO2 – REPORTING PROFITABILITY: THE INCOME STATEMENT (Y/S) 

An income statement reports a company’s expenses and revenues 

EXPENSE 

A decrease in resources resulting from the sale of goods or services 

- E.g. Wages, rent, electricity, COGS 

REVENUE 

An increase in resources resulting from the sale of goods or services 

We recognize revenue and expenditure when earned and incurred, regardless of when the 
cash flows (not just when money comes in/out) 

MATCHING PRINCIPLE 

Expenses should be recorded in the period resources are used to generate the revenues 



REVENUE RECOGNITION PRINCIPLE 

A revenue should be recorded when a resource has been earned 

Revenue – Expenses = Profit or Loss 

- Reported for a specific period à E.g. The financial year ending June 30th, 2016 (if time 
period isn’t mentioned – important information isn’t conveyed à e.g. “Rent of $500” – we 
don’t know whether its $500 per week or year) 

MORE INFORMATION ABOUT THE INCOME STATEMENT (Y/S) 

The income statement may be referred to as the profit and loss statement while the income is 
often called profit or loss, income, or even net income 

- Total comprehensive income includes other revenues, expenses, gains and losses that are 
considered to provide a more complete picture of a business’s increase (or decrease) in 
economic benefits 

THE MULTI-STEP INCOME STATEMENT 

Single-step Statement: Calculates total revenues and total expenses, then determines net profits 
in one step by subtracting total expenses from total revenues 

Multi-step Statement: Calculates income by grouping certain revenues and expenses together 
and calculating several subtotals of income. These subtotals provide information on the 
profitability of various aspects of the company’s operations 

INCOME SUBTOTALS 

Most companies prepare multi-step statements, even though there are some slight variations in 
how they are prepared, most include some or all of the following subtotals of income: 

- Gross profit 
- Profit before and after tax 
- Comprehensive income net of tax 
- Total comprehensive income 

LO3 – THE BALANCE SHEET & RELATED TERMS 

Asset: An economic resource that is objectively measureable, that results from a prior 
transaction, and that will provide future economic benefit 

- Cost principle: (what did you pay for it?) Assets should be recorded and reported at the 
cost paid to acquire them 

Liability: An obligation of a business that results from a past transaction and will require the 
sacrifice of economic resources at some future date (what you borrow from other people) 

Equity: The difference between a company’s assets and liabilities, representing the share of 
assets that is claimed by the company’s owners 

- Contributed Capital: The resources that investors contribute to a business in exchange for 
ownership interest 

- Retained Earnings: The earnings (income, profits) that have been retained – not paid out to 
the owners (dividends or drawings) 



BASIC STRUCTURE OF THE BALANCE SHEET 

Accounting Equation: 

Assets = Liabilities + Equity 

- Balance sheet is sometimes known as the statement of financial position 

BALANCE SHEET CLASSIFICATIONS 

Assets and liabilities are further classified: 

Current Assets: Are listed in order of their liquidity 

Current Liability: Is an obligation that is reasonably expected to be satisfied within one year 

Non-Current, long term or even fixed assets are expected to be converted to cash in a period 
longer than one year 

Non-Current, or long term liabilities are considered to be obligations beyond one year 

 

*Workers/Employees are NEVER an asset (You never own an employee) 

LO4 – HORIZONTAL/VERTICAL ANALYSIS 

- Analysis financial statements over time 
- Analyses changes in accounts that occur between years by calculating the dollar and 

percentage changes on each item within the financial statements 
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HORIZONTAL ANALYSIS ISSUES 
- Horizontal analysis of financial statements should include more than 2 years of data. 

Many annual reports include as supplemental information, up to 10 years of data 
- Using supplemental reports, readers of financial statements can perform a trend analysis 
- Decision makers can use a trend analysis to build prediction models to forecast future 

financial performance and also to identify problem areas by looking for sudden or 
abnormal changes in accounts 

VERTICAL ANALYSIS 

Vertical analysis compares financial statements (of either different companies or of the same 
company) across time after controlling for differences in size 

- Statements should be standardized (when comparing companies of different sizes) 
Vertical analysis: 

- Is a method of comparing a company’s account balances within one year 
- Is normally conducted on both the balance sheet and the income statement 
- Is calculated by dividing each account balance by a base account (total assets or balance 

sheet accounts and net sales or revenues for income statement accounts), yielding a 
percentage 

Can compare one company to another or one year to another year 



COMMON-SIZE STATEMENTS 

Are statements in which all items have been restated as a percentage of a selected item on the 
statements 

- Remove size as a relevant variable in ratio analysis à can be used to compare similar 
companies that differ in size (CBA and ME Bank à ME Bank is less than 2% the size of 
CBA) 

- Can be used to compare the same company across years 

LO5 – STATEMENT OF CHANGES IN EQUITY (SCE) 

Retained earnings, beginning balance 

+/- Net income/Loss (i.e. profit or loss) 

- Dividends (i.e. Drawings) 

= Retained earnings, ending balance 

LINKING THE INCOME STATEMENT TO THE BALANCE SHEET 

 

 

 

 

 

 

 

 

LO6 - CASH FLOW STATEMENT 

The details of cash inflows and outflows for a business à cash flow statement: 

- Operating activities à revenue and expenses 
- Investing activities à assets we have bought 
- Financing activities à money you have borrowed 

	  


