
Accounting 

= the process of identifying, measuring and communicating economic information and activity about an entity to a 

variety of users for decision making purposes 

 resource flows and exchanges,  

 resources controlled,  

 claims against resources,  

 transformation of resources  
 

Business Transactions= events that affect the financial position of an entity & can be reliably measured & recorded. 

E.g. withdrawals of cash by owner, payment of wages, purchase of an office photocopier 

Process of Accounting: 

1) Identifying: transactions that affect the entity’s financial position are taken into consideration. They must be 

able to be reliably measured and recorded 

2) Measuring: This stage includes analysis, recording and classifying of business transactions  

3) Communicating: Accounting info is communicated through various reports such as income statements, balance 

sheets and statements of cash flows  

4) Decision Making: accounting info is used for a range of decisions by external and internal users  
 

Decision Making: 

Accounting information is needed for internal and external users to help make decisions: for example: 

Internal Users External Users (have a stake/interest) 

 Decisions about the operation of the entity- 
needed for management planning processes  

 Evaluate success of entity in achieving 
objectives – compare performance against 
budgets 

 Investors want to know if the entity’s managers have 
been appropriate users of the entity’s assets 

 Potential investors want to know if it’s worth investing  

 Suppliers & banks want to know whether the entity has 
the ability to repay debt  

 

⃝  Financial Accounting (External Stakeholders)    - The board of Directors (“management”)                                                         

= the preparation and presentation of financial information for all types of users to enable them to make economic 

decisions regarding the entity. = General Purpose Financial Statements.                                                     Bound by 

Generally Accepted Accounting Principles (GAAP) 

 Statement of Cash Flows= reports on an entity’s cash inflows and outflows. Classified into operating, 

investing and financing activities 

 Income Statement= reflects the profit (revenue-expenses) for the entity for a specified time period  

 Balance Sheet (statement of financial position)=  the entity’s assets and liabilities at a point in time  

⃝  Management Accounting (Internal Stakeholders)   -                                                                                                                

= provides economic information for internal users. Such as formulating plans and budgets.                                   

Fewer rules = less formal. Can provide any level of detail  

Company Regulators include: 

- Australian Accounting Standards Board (AASB)  

- Australian Securities and Investments Commission (ASIC)  - includes the Corporations Act 2001  

- Australian Securities Exchange (ASX)  

- Australian Prudential Regulation Authority (APRA)  

Economic Activity 



  



Business Structures  

 

Differential reporting: a framework under which entities have different financial reporting requirements 

 

 Sole Trader Partnership Company Trust 

Description An individual who 
controls and 
manages a business: 
the business is not a 
separate legal entity 
so the owner is fully 
liable for all debts 

Association of 2 or more 
persons or entities that 
carry on business as 
partners & share profits or 
losses according to the 
ownership structures 
outlined in the partnership 
agreement. No formal 
requirements for financial 
statements. Should have 
some kind of partnership 
agreement: who gets what 
etc. 

Business characterised by 
owners (shareholders). An 
independent legal entity: 
separate from those who 
own, control & manage it. 
Dividend= distribution of 
part of a company’s profit 
to shareholders. The 
shareholders aren’t 
personally responsible for 
any debts of the company  

A special entity 
(trustee) holds a sum 
of money or other 
assets for the benefit 
of others. These could 
be invested which 
could earn income- 
then distributed to the 
beneficiaries. 
- Family Trust (one 
family & it’s members) 
- Unit Trust (collection 
of assets on behalf of 
various parties)  

Advantages  Quick, inexpensive 
& easy form of 
business to 
establish 

 Not subject to 
company 
regulation 

 Don’t pay separate 
income tax   

 Relatively easy to set up 

 Combines the skills, 
talents & knowledge of 
two or more people  

 Shared workload 

 No formal guidelines for 
financial reporting  

 Company doesn’t 
dissolve if owners 
(shareholders) die or 
leave 

 Shareholders= limited 
liability for business 
debts  

 Company tax rates 
usually lower than 
individual  

 Minimal tax 
payments : 
beneficiaries pay tax 
on income 
distributed to them 

 Limited liability  

Disadvantages   In any legal 
dispute, the owner 
has unlimited 
liability= full 
responsibility for 
any business debts 

 Limited by the 
time, skill & 
investment of the 
owner 

 Unlimited liability: fully 
responsible for business 
debts & obligations  

 Partnership automatically 
dissolves if one of the 
partners dies or 
withdraws  

 Expensive & time 
consuming to establish  

 Comply with 
Corporations Act & 
other legal 
requirements  

 Public companies: 
owners (shareholders) 
have little say in day-to-
day operation 

 Must be 
administered by a 
suitably qualified 
accountant  

Business 
Reports 

 No legal 
requirement to 
actually prepare 
statements  

 No tax taken- goes 
from individual 

 As many capital accounts 
as there are partners 

 And as many current 
accounts with the 
sum=year’s profits left in 
the partnership minus the 
drawings taken by each 
partner 

 No tax taken- goes from 
individual 

 No legal requirement to 
actually prepare 
statements  

 Tax deducted directly 
from company profit 

 Shareholders equity 
section shows share 
capital rather than 
owner’s capital 

 Retained earnings= sum 
of profit retained after 
deduction of dividends  

 Public companies have 
extra requirements as 
they’re limited by shares 
and has additional 
reporting requirements 

  



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 A User/Stakeholder View 

 

 

 

 

 



Conceptual Framework: Qualitative Characteristics: 

Fundamental Enhancing Other 
 Relevance: not necessarily new 

info, only has to be capable not 
actually make a difference  

 Faithful Representation “To be a 
perfectly faithful representation … 
it would be complete, neutral, and 
free from error. Of course 
perfection is seldom, if ever, 
achievable. The .. objective is to 
maximise those qualities to the 
extent possible.” 

 Comparability: enables 
comparisons between entities 
and for the same entity over a 
period of time 

 Understandability: with 
reasonable of business and 
economic knowledge analyse and 
interpret the information (note 
this does not exclude reporting on 
complex situations) 

 Verifiability:  potential for 
consensus among knowledgeable 
and independent observers 

 Timeliness: ties in with relevance 
(timely enough to be relevant)  

 Reliability: Information has to be 
free from material error and bias 
and can be depended upon by 
users to represent faithfully what 
it is expected to  

 Neutrality: must be free from 
bias and shouldn’t influence the 
making of a decision by the way 
they’re presented 

 

Role Of The Conceptual Framework: 
 Outlines the qualitative characteristics of what financial reports should be 

 Establishes definitions of the elements of financial statements and specifies criteria for their inclusion in 

financial statements  

Accounting information is prepared based on the Generally Accepted Accounting Principles (GAAP), which are a set 

of rules and practices, having substantial authoritative support that guide financial reporting; however there is a lot 

of subjectivity (choice) in choosing what is reported  

Judgment in Accounting 

•Judgment creates opportunity for bias 

    –Human error 

    –Self-interest (Agency Theory) 

•Self-Interest and/or Error in: 

–Deciding what economic events to record and how to record/classify them. 

–Deciding what to report to stakeholders, and how to report it. 

 

•Agency Theory: explores this “self-interest” problem ↑ 

= The delegation of work or responsibility for resources from one party (the principal) to another (agent) via a 

contract. 

Premise 1: Agents (A) are self-interested 

Premise 2: Principals (P) have incomplete information (“information asymmetry”, “bounded rationality”) 

     Result: Potential for Conflict of interest between (P) & (A) 

 

Internal Stakeholders (Management Accounting) 

Managers (P) vs. Subordinates (A): 

–Slack in budgets 

–Performance measurement and incentives 

 

 

 

 

External Stakeholders (Financial Accounting) 

•Owners (P) vs. Managers (A) may have different  

preferences in: 

     –Time horizons (short vs. long-term) 

      –Riskiness of investment projects 

•Conflicts with Debtholders (P): 

   –Claim dilution 

   –Asset substitution  

   –Dividend payouts vs. Cash retention. 

 

Accounting “numbers” are 

routinely used to align 

interests and reduce 

risks/costs between principals 

and agents – but this is also 

creates the incentive for 

manipulating the “numbers”. 

 


