
Week 2 – Accounting for Business Decisions A 

Reading 

• ACCT Financial - Chapter 1 (pg 2 - 15); Chapter 2 (pg 20 - 36) - done 

Chapter 1 – Financial Accounting  

Learning Objective 1 – Beginning assumptions 

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

Purpose of accounting is to identify, measure and communicate economic information about a 
particular entity to interested users. To accomplish this: 

• economic entity assumption – states that the financial activities of a business can be 
separated from the financial activities of the business’ owner. 

• Time period assumption – performance is measured primarily in financial terms. Economic 
information should be captured and communicated over short periods of time. 

• Monetary unit assumption – assumes that the dollar is the most effective means to 
communicate economic activity. 

• Going concern assumption – takes as a given that a company will continue to operate into 
the feasible future. 

Learning objective 2 - Reporting profitability: the income statement 

Income statement reports a company’s revenues and expenses and the resulting profit or loss (net 
income). 

Revenue 

A revenue is an increase in resources resulting from the sale of goods or the provision of services. 
Revenue are recorded according to the revenue recognition principle. 

• The revenue recognition principle states that a revenue should be recorded when a resource 
has been earned. 

o A resource is earned when either the sale of the good or the provision of the service 
is substantially complete and collected is reasonable assured. 

Expenses 

An expense is a decrease in resources resulting from the sale of goods or provision of service. 

Expenses are recorded according to the matching principle. 

• The matching principle states that expenses should be recorded in the period resources are 
used to generate revenues. 

The income statement 

A company’s revenues and expenses are reported on an income statement. 

The financial statement that shows a company’s revenues and expenses over a period of time. 

• Its purpose is to demonstrate the financial success or failure of the company over the 
specific period of time. 

Key formula 

Revenues – Expenses = Net Profit or Net Loss 



 

Learning Objective 3 - Reporting financial position: the balance sheet 

Asset 

An asset is an economic resource that is objectively measurable, that results from a prior transaction 
and that will provide future economic benefit. 

• Intangible assets are assets that have no physical form (i.e. Trademark and copyright). 

Assets are recorded and reported according to the historical cost principle. 

• The cost principle states that assets should be recorded and reported at the cost paid to 
acquire them. 

Liabilities 

A liability is an obligation of a business that results from a past transaction and will require the 
sacrifice of economic resources at some future date. 

Equity 

Equity is the difference between a company’s assets and labilities, and represents the share of assets 
that are claimed by the business’ owner. 

• E.g. a homeowner’s equity refers to the difference between the value of the home and the 
amount owed to the bank. 

• In business, it refers to the difference between the cost of business’ assets and liabilities. 

A company can generate equity in 2 ways: 

• Contributed capital – resources that investors contribute to a business in exchange of an 
ownership interest. 

o e.g. sales of shares to investors. 

• Profitable operations – company can distribute to owners or retain them to grow the 
business (retained earnings). 

o Profits distributed to owners are called dividends. 

▪ They are not an expense of company. 

o A company’s retained earnings represent the equity generated and retained from 
profitable operations. 

The balance sheet 

The balance sheet is the financial statement that shows a company’s assets, liabilities and equity at a 
specific point in time. 

• Purpose is to show a company’s resources and its claim against those resource. 

Key formula – accounting equation 

Assets = liabilities + equity 

 

The accounting equation is what the balance sheet reports. 

An entity’s assets are always claimed by someone. 

 



Learning Objective 4 - Reporting equity: the statement of changes in equity 

Statement of changes in equity shows the change in a company’s equity and the changes in retained 
earnings over a specific period of time. 

Key formula – statement of changes in equity (the retained earnings part)i 

Retained earnings, Beginning Balance 

+/- Net Profit/Loss 

- Dividends 

= Retained Earnings, Ending Balance 

 

Linking the income statement and the balance sheet 

In addition to showing change in retained earnings, the changes in retained earnings part of the 
statement of changes in equity links the income statement and the balance sheet. 

A business cannot calculate its retained earnings balance at the end of the period without factoring 
in the profit earned during the period. 

Therefore, must prepare financial statements in following order: 

1. Income statement; 
2. Statement of changes in equity; and then 
3. Balance sheet. 

Learning objective 5 – Reporting cash flows: the cash flow statement 

A cash flow statement reports a business’ cash inflows and outflows from its operating, investing 
and financial activities. 

Financial activities 

Generating and repaying cash from creditors and investors are considered financial activities. 

Investing activities 

The buying and selling of revenue-generating assets that it needs for operations is considered 
investing activities. 

Operating activities 

Self-explanatory. 

The cash flow statement 

Details for cash inflows and outflows are reported on a cash flow statement. 

• It shows the business’ sources and uses of cash over a specified period of time. 

The basic structure of the statement is as follows: 

Key formula: the cash flow statement 

Cash Flows Provided (Used) by Operating Activities 

+/- Cash Flows Provided (Used) by Investing Activities 

+/- Cash Flows Provided (Used) Financing Activities 

= Net Increases (Decrease) in Cash 

 


