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1.2 Financial Accounting 
• Accounting is the process of identifying, measuring, recording and communicating economic 

information to assist users to make decisions.
• Financial accounting measures an enterprise’s performance over time and its position at a point 

in time, and does so in whatever currency is judged relevant to the enterprise. 
• Financial position is the enterprise’s set of financial resources and obligations at a point in time. 
• Accounting systems are either financial accounting systems - periodic financial statements are 

provided to extern decision makers or management accounting systems - including information 
for planning and performance reports to managers throughout the organisation. 

What is financial accounting? 
• Financial accounting focuses on the provision of information to users external to the enterprise.
• The focus is on reporting financial position and financial performance.
What is management accounting? 
• Management accounting will be the focus of later part of this courses. 
• Management accounting focuses on the provision of information to users within the enterprise (to 

aid in operational planning and control decisions).

1.3 Who uses financial accounting information? 
Financial accounting helps: 
• stock market investors - decide whether to sell or hold shares. 
• banks and other lenders - to lend 
• managers run enterprises on behalf of the owners 
• management by providing basic financial records. 
• governments in monitoring actions of enterprises and in assessing taxes. 

1.4 The people involved in financial accounting
The main participants in financial accounting are: 
• The information users 
• The information preparers
• The auditors. 

Users 
• A user is someone who makes decisions on the basis of the financial statements on his or her 

own behalf, the behalf of a company, bank or other organisation. 
• A users main demand is for credible and periodic reporting. 
The main groups of users: 
- Creditors: see if the enterprise is in difficulty, and therefore whether the money they have lent 

will be paid back.
- Owners: see if the company is doing well and thus whether there will be a return on their 

investment 
- Managers: use information for planning, controlling and organising the activities of the entity. 
- Employees and their unions: ability to pay wages, maintain employment levels, keep 

superannuation contributions.
- Government bodies e.g. ATO: profitability of company based on tax law. 

• describe the basic purpose of financial accounting 
• identify the users of accounting information and the decisions they make that require accounting information 
• identify the people who are involved in financial accounting 
• describe how accrual accounting differs from cash accounting 
• calculate accrual profit for an organisation 
• explain the basic contents of the three key financial statements and describe the purpose of each statement 
• describe the basic principles and assumptions of accounting 
• explain why accounting is important. 
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- ASIC: Financial position and performance of a company issuing shares to the public for the first 

time.
- Suppliers 

Preparers 
Two main groups: 
• Managers: responsible for the running of an enterprise
• Accountants: shape the financial statements by applying the principles of accounting to 

enterprise’s records. 

Auditors 
• AUDIT: checking that procedures are in place to prepare financial statements that are true and 

fair reflection of company position & performance.

Annual Reports 
What is an annual report? 
Glossy magazine that contains a lot of descriptive information about the company and the general 
purpose financial statements.

1.5 Accrual Accounting 
An income statement reports revenues and expenses -  Accrual accounting  
A cash flow statement reports cash inflows and outflows - Cash accounting 

• Accrual Accounting Approach: The impact of transactions on the financial statements is 
recognised in the time periods during which revenues and expenses occur, rather than when the 
cash is received or paid. 

Accrual Accounting vs. Cash Accounting 
• Cash accounting involves recording revenues and expenses at the time the cash is received or 

paid. 
Using accrual accounting: 
• all cash receipts that have happened are included 
• all future cash receipts and payments based on existing transactions are included 
• all accounts receivable that will not be collected, are treated as expenses. 
• estimate figures when exact amounts are not known 

The importance of good judgement 
• Accrual accounting is not solely the routine accounting records of what has happened. 

Managers, accountants and auditors must use their judgement constantly to make 
augmentations to the transactional record so that the statements are meaningful. 

New Vocabulary 
Accrual Profit: Accrued income is the income that is earned in a fund or by company by providing a 
service or selling a product, but has yet to be received. 
Accrual concept: The accrual concept in accounting means that expenses and revenues are recorded 
in the period they occur, whether or not cash is involved. The benefit of the accrual approach is that 
financial statements reflect all the expenses associated with the reported revenues for an accounting 
period.
Subsidiaries: A subsidiary is a company whose voting stock is more than 50% controlled by another 
company.
Accounting entity: An accounting entity can be either a business or subdivision of a business that 
engages in economic activities, has economic assets and resources that must be accounted, and is 
separate from the personal dealings of its owners.
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1.6 The key financial statements
Note: marks will be allocated for: $ signs, company name, type of financial statement 

Financial Statements 
• Balance sheet 

– Financial position of an enterprise at a particular point in time. 
– Financial position: Enterprise’s set of financial resources and obligations at a point in time 
– What are the entity’s resources and how were they financed? 

• Income statement (or Profit and Loss Statement P&L)
– Financial performance of an enterprise over a defined period e.g a year
– Financial performance: Generating new resources from operations over a period of time 
– Has the entity used its resources efficiently and effectively?

•  Cash flow statement: Used for cash accounting. Cash inflows and outflows. 
•  Notes to the financial statements (additional detail) 

Balance Sheets 
• The balance sheet reports the financial position of an entity at a point in time. 
• Used to assess financial structure and ability to pay debt 
Three main elements: 
 Assets 

Assets are the future economic benefits that are controlled by an organisation as a result of 
past transactions or other past events. 
Must be measurable in money terms 
Resources - they will benefit the company this year (current) or in future years (non-current)

Liabilities 
What the company owes - future sacrifices of economic benefits that an organisation is 
presently obliged to make to other organisations or individuals as a result of past 
transactions or events.

 Equity (net assets) or Shareholders Equity
What belongs to the owners, the residual i.e. what is left after liabilities are taken care of 
e.g., share capital, retained profits 

• Share capital is the amount that owners have directly invested in the company 
• Retained profits represent the total cumulative amounts of profits that the company has retained 

in the business. 

Assets are due to debt or equity! 
• The balance sheet shows resources (assets), and claims on those resources (liabilities and 

equity) at a point in time. 
• We can represent this with the accounting equation: 

Assets       =     Liabilities    +     Equity 
Resources                       Sources 

• There are always two aspects of a transaction 

Cash, accounts receivable, inventory, property, plant and equipment (land, buildings, motor vehicles, computers, 
furniture)

Accounts payable (trade creditors), wages payable (accrued wages), provision for employee entitlements, long term 
loans. 
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Appendix: Consolidated financial statement 
• Financial statements that factor the holding company (parent company)'s subsidiaries into its 

aggregated accounting figure. 
• Intragroup balances, and any unrealised gains and losses or income and expenses arising from 

intragroup transactions, are eliminated 
• It shows how the holding company is doing as a group. The consolidated accounts should 

provide a true and fair view of the financial and operating conditions of the group. 

Income Statement (P & L Statement)
• Income statements provide information on an organisation profitability for a period of time
• Shows the results of business operations over a specific time period: 
- Reports revenues earned, and any expenses incurred
• COGS = Cost of Goods Sold 
• Gross Profit = Sales revenue - COGS
• Operating profit before tax = Gross profit - expenses 
• Operating profit after tax = Op. before tax - tax - this the final profit.
• If revenues are greater than expenses, there is a net profit  If revenues are less than expenses, 

there is a net loss
• Companies provide separate statements or notes to the statement which outline their opening 

balance, their net profit, minus their dividends declared and paid and thus to show their closing 
balance. 

Cash Flow Statements
Statements of cash flows provide details of movements in an entity’s cash balance over a specific 
time period. 
The cash flows are normally categorised into:
• operating activities: main revenue producing activities (related to provision of goods and 

services)
•  investing activities: acquisition and disposal of long term assets 
•  financing activities: equity capital and borrowing (changing the size and financial structure of the 

entity)

1.7 Relationships between the financial statements 
• The cash flow statement explains the change in cash in the balance sheet between two years
• Net profit is shown in the income statement, and this is sometimes included in the balance sheet 

under retained profit. 

Demands on the quality of financial accounting information 
(set out in the Framework for the Preparation and Presentation of Financial Statements)
Fundamental qualitative characteristics:
1. The financial statements need to have relevance. The information should assist users in 

making decisions about the allocation of resources, and help them make predictions about the 
outcomes of events. 

2. Need to be free from bias - have faithful representation and reliability. 
Enhancing qualitative characteristics: 
1. Comparability: information about the organisation is more useful when it can be compared with 

similar information from another organisation and is comparable overtime within the same 
organisation.

2. Verifiability: the numbers in the financial statements can be verified directly by looking at 
documentation. 

3. Timeliness: providing information in time for the user to incorporate the information in their 
decisions.

4. Understandability: information is more useful if it is understandable to informed decision 
makers. 
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Note: the statements should also have materiality (significance) and is concerned with assessing 
whether omission, misstatement or non-disclosure of a piece of information would affect the 
decisions of users of the accounting reports.

1.8 Financial Statements Assumptions 
Financial statement assumptions include: 
• accrual basis
• accounting entity
• accounting period
• monetary
• historical cost
• going concern 

Accrual Basis 
Revenues and expenses are recognised at the time they occur rather than when the cash is 
received or paid. 

Accounting Entity Assumption
• Under this concept, the accounting entity is separate and distinguishable from its owners (e.g. 

owners financial affairs). 

Accounting Period Assumption 
• Life of business is divided into discrete time periods of equal length to determine financial 

performance and position (time periods are arbitrary but generally yearly)

Monetary Assumption 
• Universally accepted medium of exchange - in Australia this is the AUS dollar
• This concept ignores inflation.

Historical Cost Assumption 
• Assets are initially recorded at cost e.g. inventory may be recorded as a cost in the balance 

sheet. 
• Transactions are initially recorded at their original cost. 
• Treats assets in terms of their use rather than for resale. 

Going concern assumption 
• Assumes continued operation of accounting entity into foreseeable future 

1.9 Is accounting really important? 
• The economy as a whole - better evaluation of accounting records would have helped the GFC
• Used by management in making business decisions
• Used by shareholders for decision making purposes 
• Used by bankers and other creditor groups
• Used by corporate boards in rewarding and removing executives
• Used by unions and management in negotiating wage agreements 
• Impact on the community and consumers (impact of the collapse of companies)
• Impact on employees and jobs (impact of the collapse of companies) 


