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Preface

One question | have been frequently asked since writing the first edition of this book is: why write an
introductory accounting textbook?

First, | have been involved in teaching introductory financial accounting for over 35 years. | enjoy frying
fo get across the inroductory concepts. Second, | have been surprised at the differences between how
introducfory accounting is taught in most undergraduate programs and how it is taught in MBA courses in the
United States and Australia. Thirty years ago there were good reasons for the differences, as most of our first
year undergraduate students were accounting majors. This is not the case today. Third, when | ask attendees
at executive education programs what their accounting background is, many respond that they did firstyear
accounting 10-plus years ago but found it boring!

With this in mind, | tried fo odd fo an undergraduate book some of the features that MBAs and
executives seem to enjoy. We don't want our students returning in 10 years and suggesting our courses are
boring! Talking about companies and relating the material to annual reports and newspaper articles helps
students o get inferested.

With all of the above in mind, we set about incorporating the following in the book. First, we have fried
to make clear 1o students the importance of accounting information by frequent reference to current material.
Second, as companies are the most common business organisations in Australia today, we start by writing
about companies, rather than spending many infroductory chaplers concentrating on sole fraders. Third, to
keep this book’s material interesting and relevant, we have made frequent references to the content of annual
reports. Students learn about real companies and can follow their performance in the newspapers or the
share market if they wish. Fourth, we believe that the depth of technical knowledge in this book will
challenge both accounting and non-accounting majors.

The first edition of this textbook was adapled from the second edition of the bestselling Canadicn
introductory financial accounting textoook of the same name written by Michoel Gibbins. In the Australion
edition, we have added eight chapters as well as reorienting the material towards the Australian context. Our
sixth edition incorporates a new Chapter 8 on receivables. Previously the receivables material was part of the
early chapters on accrual accounting (particularly Chapter 5). By moving it to Chapler 8 we have made
Chapter 5 more manageable; it also allowed us to address receivables in more defail, including the use of
subsidiary ledgers. In addition, sustainability reporting has been moved to Chapter 17 and linked with
infegrated reporting. These sustainability reports have become very common and are increasingly important.

The most attractive features of the fifth edition have been refained: an easyforead style with a wealth of
extracts from company annual reports, newspapers and magazines, ‘How's your understanding?’ activity
questions throughout each chapter, questions at the end of each chapier relafing 1o real annual reports, as
well as a set of cases with questions relcting to the Woolworths Limited Annual Report 2014 (appendix at
the end of the book].

Students should take odvantage of the ancillary material that goes with this book, in particular the
CourseMate website, which includes revision quizzes, practice questions, annotated weblinks and much
interactive material. Also, the publisher has mcde available @ suite of additional resources for instructors.
Students may like to clso obiain the accompanying Study Guide, which provides numerous additional
questions.

We trust that you will enjoy the book.

Ken Trotman
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Introduction to
financial accounting

ON COMPLETION OF THIS CHAPTER, YOU SHOULD BE ABLE TO:

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
caleulate 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.

CHAPTER OVERVIEW

Accounting has been described as the ‘language of business’. It provides managers within organisations and
those outside the organisation (e.g. investors and creditors) with information about the financial performance and
financial position of the business. Regardless of what type of career you pursue, accounting information will have
important effects on you.

This chapter introduces you to financial accounting and illustrates some useful accounting concepts and techni-
ques. It outlines @ way of thinking about financial accounting that will be important to your career, whether you
become an accountant or a user of accounting in business or in other walks of life. You are introduced fo the social
sefting of financial accounting and some of the people involved. Financial accounting is complex and requires
sound judgement because it attempts to serve the needs of all these people, not all of whom necessarily see things
the same way. You are then introduced to one of the cornerstones of how financial accounting works: accrual
accounting, the broad framework within which financial accounting reports are prepared. You are also introduced
to the three key financial statements and the basic financial statement assumptions. Examples from the financial
press will help convince you of the importance of accounting information.



2 FINANCIAL ACCOUNTING: AN INTEGRATED APPROACH

1.1 Use and preparation of accounting

Use

Financial accounting has value because the information it produces is used in a variety of ways. Users include
managers, investors, bankers, financial analysts and many others. Such people study accounting fo learn how 1o
use information effectively and to do their jobs better. For accountants, this information is essential to the services they
provide.

Preparation

Accounting is a complex human acfivity. Accounting information doesn't just happen: it is produced by a large set of
people, activities and computers. To be effective users of the information, people need to know something about how
and why the information is prepared. Accountants’ expertise is all about the how and the why.

The demand for useful information shapes how financial accounting information is prepared; for example, when
producing annual or monthly performance reports. How it is prepared shapes ifs use; for example, in financial
analysis and managerial decisions.

FOR YOUR INTEREST

Learning terminology is important. To help you with that, this book has a glossary of terms at the back on
page 734. If you’re not sure what a term means, look it up right away.

Accounting is a challenging discipline that involves many capabilities: assigning numbers to represent
financial phenomena; providing explanations of those numbers; analysing and verifying the information
prepared by others; understanding the needs of those who use accounting’s reports to make decisions;
engaging in oral, written and electronic communication with the many people involved in an organisation’s
financial activities; and maintaining judgement that is sound, objective and ethical.

Much of the challenge of accounting is in figuring out which numbers to use and deciding what the
numbers tell us. Adding and subtracting the numbers is often the easy part. This makes accounting both easier
and harder to learn than you might have thought. Accounting is rooted in the financial setting, and has its own
vocabulary, so don’t expect it all to make perfect sense at the beginning. It will take a while for you to acquire
the knowledge that creates an understanding of business and accounting as they really are in our world. This
understanding will be based on your knowledge of both concepts and techniques, and of the viewpoints of
both accountants and the users of accounting

The going will not all be easy, but if you give it your best effort, you may be surprised at the high level of
sophistication you will reach. Here is one important suggestion. The only way to learn accounting is to do
problems. It is vital that you do more than just read the examples. After reading the chapter, come back and

do the examples to check your understanding.

1.2 Financial accounting

Accounfing is a process of idenfifying, measuring and communicating economic information fo allow informed
decisions by the users of that information. Accounting systems are often described as either financial accounting
systems (where periodic financial statements are provided to external decision-makers, such as investors, creditors
and cusfomers) or management accounting systems (including information for planning and perfermance reports to
managers throughout the organisation; that is, internal decision-makers).
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Financial accounting measures an enterprise’s perfformance over time and its position (status) at a peint in time,
and does so in Australian dollars, US dollars, yen, euros or whatever currency is judged relevant to the enterprise.
This measurement of financial performance and financial position is done for all sorts of enterprises: large and
small businesses, govemments from local to national levels, universities, charities, churches, clubs, internctional
associations and many others. The financial statements, which are financial accounting’s reports, summarise the
measurements of financial performance and financial position in standard ways thought to be useful in evaluating
whether the enferprise has done well and is in good shape. These financial statements include notes, which contain
many words (somefimes dozens of pages) of explanation and inferprefation, in addition to the numbers. The
stafements report on the economic and financial matters and are largely for the use of people outside the enterprise,
such as investors, lenders, club members, regulatory agencies and taxation authorities.

In summary:

* financial performance is the generation of new resources from day+o-day cperations over a period of time.

e Financial position is the enterprise’s set of financial resources and obligations at a point in time.

e Financial stafements are the reports describing financial perfformance and position {e.g. the balance sheet and the
income statement).

®  Notes are part of the statements, adding explanations fo the numbers.

As we will see throughout this book, financial performance and position are highly related. Good performance is
likely to lead o a hedlthy financial position; if a company has been making profits, it will probably build up
resources. On the other hand, a healthy financial position facilitates performance; if you have lots of resources
compared to obligations, the company can undertake activities that lead to good performance.

Anocther branch of accounting, management accounting, is oriented towards helping managers and others inside
the enterprise, in contrast fo financial accounting’s more external focus. While management accounting is not
examined in this book, students inferested in how financial accounting measures managerial performance will find
frequent references 1o the relationship between managers and financial accounting. In the end, dll forms of
accounting exist to help people such as managers, investors, bankers, legislators and the public make financial
decisions.

HOW’'S YOUR UNDERSTANDING?

Here is a question you should be able to answer, based on what you have just read. If you can’t answer it
it would be best to re-read the material.
What are the two main things that financial accounting measures?

Your answer should be: financial performance and financial position.

1.3 Who uses financial accounting information?

This book will show you the many ways in which financial accounting has been shaped by the development of

business and society. Financial accounting helps:

e sfock market investors decide whether to buy, sell or hold shares of companies

® banks and other lenders decide whether or not to lend

® managers run enierprises on behalf of owners, members or citizens (in addition to the help provided by
management accounting and other sources of information)

® management by providing basic financial records for the purposes of dayto-day management, control, insurance
and fraud prevention

® governments in monitoring the actions of enterprises and in assessing taxes, such as income tax cnd the goods
and services tax (GST).
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Whole books can be, and have been, written about each of these functions. Though this book emphasises
externally oriented financial accounting for business firms, don't forget that there are many other organisations that
use, and are affected by, accounting. When words like ‘organisation’, ‘company’ or ‘enterprise’ are used, the
implications often go well beyond business firms.

The centre of our interest in this book — financial accounting for the enterprise — operates within and serves a
complex social setting. It seeks to monitor and report on financial events initiated by or happening to the enferprise.
Accounting is not a passive force within the social setting: it tells us what is going on, but in so doing it affects our
decisions and actions and, therefore, also affects what is going on.

The social seffing is composed of many people, including groups, companies, institutions and other parties
interested in, or having an influence on, the company's financial accounting. As we will see many times in this book,
these parties do not share the same interest in the company's accounting, and may even be in competition or conflict
with each other. Most will be in the same country as the company and its management but, increasingly, companies
and other enferprises are operating internationally. The other groups interested in, and affecting, the company’s
financial accounting may be located anywhere on the planet.

lef's consider some possible users of the financial statements of a listed company:
® A company's board of directors manages the company on behalf of its shareholders. One function of the board,

which involves the financial statements, is hiring the company’s top operating management — especially the chief
executive officer (CEQ). Suppose you are a member of the beard and are preparing for a discussion at the next
board meeting. The board evaluates the CEQ's performance continuously, which is its responsibility. The financial
stalements have been provided to the board prior to the meeting, and will be a major contribution fo this
evaluation.

® A company’s shares are listed (i.e. can be bought and sold) on the Ausiralian Stock Exchange {ASX). Suppose
you are a financial analyst for an investment decler and are preparing a report projecting future earnings and
making recommendations about whether the company’s shares are worth buying, keeping if already held, or
instead should be sold. You have the financial statements and will use them to support your report.

® A company has several hundred million dollars in bank borrowings, and lines of credit {pre-authorised borrowing
capability) for millions of dollars more. Suppose you are a commercial lending officer for a bank, conducting a
regular review of the company’s borrowing status. You must consider the quality of the company’s financial
performance and assets {many of which have been assigned as security on bank locns, and therefore could be
seized if the company doesn’t pay its loans back on schedule). Financial performance is important because net
profit generates cash to pay loans, and a good past record suggests that the company is likely fo be able to earn
profit in the future. You have requested the financial statements fo use in your review.

® A company depends on a large number of suppliers to obtain goods and services. Suppose you are the sales
manager of a stationery supplier and are considering signing ¢ longferm contract fo supply the company. You
want fo sign the contract because your company needs the business, but you have to be satisfied that your
shipments will be paid for. More positively, you hope that if you do a goed job, you will have an opportunity to
grow with the company. Most of the information you need has been received already, but you have obtained the
financial stalements and are reviewing them as you make your final decisions about the contract.
In summary, these scenarios indicate the following reasons for using the company's financial siatements:

® cvaluation of the CEO's performance by a member of the board of directors

® preparation of 'buy’, ‘sell’ or 'hold’ recommendations by a financial analyst
* review of the company's borrowing status by a bank lending officer
e development of a supoly contract with the company by a stationery supplier’s sales manager.

These scenarios have been chosen 1o add to your insight into the use of financial accounting information. They
are not complete. In all cases, the financial statements would be only part of the information used in the decision-
making process. Also, there are many other uses for financial statements, some of which might make different
demands on the quality of the information from those discussed here.
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FOR YOUR INTEREST

Above we noted that financial statements would be only part of the information used by various groups such
as investors and management in decision-making. Another important type of information is sustainability
reporting. These reports include information on economic, environmental, social and safety performance. For
example, they could include information on carbon emissions, energy usage, employee safety, community
involvement, etc. We introduce this material in Chapter 17, as many companies now include this information
in their annual reports or separate sustainability reports.

1.4 The people involved in financial accounting

The main participants in the art of financial accounting are:
¢ the information users (the decision-makers)

* the information preparers, who put together the information to facilitate the users' decisionrmaking

* the audifors, who assist the users by enhancing the credibility of the information, providing a professional opinion
about the fairmess and aporopriateness of the information.

Users (decision-makers)

In financial accounting, a user or decisionmaker is someone who makes decisions on the basis of the financial
statements, on his or her own behalf, or on behalf of a company, bank or other organisation. Ulimately, the nature
and contfents of financial statements are functions of the demand for decision information from users. If user demand is
the fundamental reason for financial statements, understanding the demand is important.
A user's main demand is for the credible periodic reporting of an enterprise’s financial position and performance:
e Credible means that the information in the reports (the financial statements) appears to be sufficiently trustworthy
and competently prepared for it to be used to make decisions. There is a cost-benefit issue here: huge amounts of
money could be spent trying to make the reports absolutely perfect, but since that money would have to come out
of the enterprise’s funds, spending it would make its performance and position poorer. Users, such as owners and
managers, may not want that fo happen, so credibility is a relotive condition, not an absolute one. Accounting
information has to be worth its cost.

® Periodic means that users can expect reports on some regular basis (such as yearly or quarterly). The longer the
wait, the more solid is the information. But waiting a long time for information is not desirable: users are willing to
cccept some imprecision in the information in return for periodic reports with timely, decision-relevant information.

The main groups of users are as follows:

*  Owners are individual business owners, such as propriefors, pariners and other entrepreneurs; individual investors
{shareholders) in shares on stock markets who can vote on company affairs; companies that invest in other
companies; superannuation funds and other institutions that invest in companies; and people with quasi-ownership
interests, such as members of clubs or voters in local councils. In respect of companies, shareholders own portions
of the corporation — shares that can be bought and sold — but the corporation is a legal entity existing separately
from its shareholder owners. Investors purchase shares in a company with the hope of gaining in two ways:
receiving a porfion of the company's profit in the form of dividends, and being able fo sell their shares in the future
ot a price higher than they paid.

® Pofential owners are people of the same sort as the owners lisied above, who do not at present have funds
invested in the enterprise but may be considering making such an investment. Because pofential owners often buy
shares from present owners — for example, by trading shares on the stock market — rather than investing directly,
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there is often a significant difference in outlook between present owners, who may wish fo sell their shares for as
much as possible, and potential owners, who would like to pay as litfle as possible.

Creditors and potential credifors are suppliers, banks, bondholders, employees and others who have lent money
fo the enferprise, who are owed funds in refurn for supplying something of value, or who are considering taking
on such a role. Creditors do not have the legal control of the enterprise that owners have, but they often have a
large say in enterprise decisions, especially if the enferprise gets into difficulty. In cases of extreme difficulty,
creditors may have the right to take over control of the enterprise from the owners. Sometimes the difference
between creditors and owners is hard to discern because it may depend on subtle legaliies about who has what
rights, and some people may play both roles for a given enterprise. For example, an owner invests money in a
business, but in addition may lend the business futher money, becoming a creditor as well as an owner.
Creditors need to decide whether to supply goods or services to the firm on credit.

Managers are those who run the enterprise on behalf of the owners. They have a great interest in the way
accounting reports on their activities and results. They use the information for planning, controlling and organising
the activities of the entity. Often managers’ salaries and bonuses, and the likelihood cf staying in their jobs, are
directly affected by the contents of the financial statements. In small businesses in particular, the owner may also
be the main manager.

Employees and their unions or ofher associations are interested in the enterprise’s ability to pay wages, maintain
employment levels and keep such promises as paying superannuation confributions. Financial information can be
used fo assess job securily.

Regulators and other government bodies and agencies are groups that may use the financial statements as a
basis to evaluate whether the enterprise is following various rules and agreements.

Financial and market analysts are people who study companies’ performances and prepare reports for others by
analysing those companies. Analysts often make recommendations about whether to invest, sell or do neither.

Competitors may use the financial slatements to try to understand the enterprise’s operations for the purpose of
making life more difficult for the enterprise. Sometimes, for example, managers are reluctant to disclose
information fo shareholders, because competitors can then also obiain it and act fo reduce the enterprise’s
prospects.

Accounting researchers are people — mostly university academics, but also some based in accounting firms and
other organisations — who study accounting with the objective of understanding it and contributing to its
improvement.

Customers need to consider if the entity is financially sound. This is particulary important when customers are
required o pay amounts in advance. It is also important if customers rely on the warranties provided by the entity.

Miscellaneous third parties are various other people who may get access to an enterprise’s financial statements
and use them in various ways. Once statements have been issued, many people may make use of them. For
example, pcliticians may make judgements about industry efficiency or taxation levels, journalists may write stories
about employment practices, and judges may evaluate the enferprise’s ability to pay if it loses a lawsuit.

Think about all these users and decisions! It is a great challenge to develop one set of periodic financial

statements for an enterprise so that it can be useful for all. Perhaps you will not be surprised to know that there is much

controversy about whether financial statements do this well, and whether financial accounting methods serve some

users or decisions better than others.

How likely is it that you, the reader, will use accounting information in the future?
If you plan to be an accountant, the value of studying financial accounting is clear. It may not be so clear,

however, if you have other plans, such as a career in management, marketing, finance, engineering, law, human

resources or production. To provide some perspective to those of you not planning an accounting career, and to help

you understand the managers you will work with if you do become an accountant or auditor, comments will be made

frequently about managers and financial accounting.
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Financicl accounting is directly relevant fo managers because it repors on the managers' performance as
decision-makers, carefckers of the enterprise, representatives of the owners, legal officers of the enterprise, and so on.
Any manager cannot help but be inferested in how her or his performance is being measured cnd in how that
performance is analysed, projected and otherwise evaluated. Managers' bonuses, promotions, dismissals, fransfers
and other rewards and pendlties are often direcly based on the numbers and commentaries prepared by
accountants. Every manager should have an inimate understanding of how accounting is measuring his or her
performance and should be able to conduct a ‘reasonableness check’ of the information being provided. It is critical
for managers to understand the impact of every decision they are making on accounting numbers as these numbers
will measure their performance.

Here are a few examples of how non-accounting managers may use accounting information.

Marketing managers need to understand the financial statements of potential customers to defermine which
customers to focus on and which ones to exiend credit fo. Purchasing managers need fo understand suppliers’
financial statements to make sure they have the capacity to supply in the long term. Human resources managers use
accounting information in salary negotiations, and information systems designers need to include the accounting
information system in their design.

If you are extremely talented and have decided to make your fortune as a sports star or musician, you still need to
know about accounting. We suggest that understanding the financial statements of the Sydney Cricket Ground or the
Opera House would be of benefit in negotiating with those organisations.

Preparers (decision facilitators)

Two main groups are responsible for the information in the financial statements:

®  Managers are responsible for running an enterprise, including issuing accounting and other information, and
controlling its financial affairs. The fact that managers are also users, and are vitally interested in the results, has
created a fundamental conflict of interest for them and has led to the development of the auditing function {see
below). Managers are offen referred fo, as a group, as management.

e Accounfants have the job of shaping the financial statements by applying the principles of accounting o the
enferprise’s records, under the direction of mancgement. Many accountants are members of professional
societies, such as CPA Australia, Chartered Accountants in Australia and New Zealand, and the Hong Kong
Society of Accountants. Accountants and their professional bodies also often have auditing experience and
interests, and somefimes auditing roles, but the task of preparing the financial statements is quite different in
principle from the task of verifying those siatements once they are prepared.

Auditors (credibility enhancers)

Auditors report on the credibility of the enterprise’s financial statements, on behalf of owners and others. Auditors have
the job of assisting the users by verifying that the financial statements have been prepared fairly, competently and in a
manner consistent with accepled accounting principles. The auditing role is a very old one, arising because users
demanded some assurance that managers’ reports on their performance were not selfserving, biased or downright
untruthful. This book refers frequently to external auditors, who report on the financial statements on behalf of external
users, but there are also internal auditors, who work within the enterprise to support the credibility of information being
used by management, and other auditors {such as tax auditors, who verify faxpayers’ computation of tax). While
external auditors may be asked for advice in preparing the statements, especially for small companies, they must
avoid responsibility for the statements because their role is 1o scrutinise the preparation process. They cannot credibly
audit statements they have prepared! (Professional accountants often do prepare financial statements, but in so doing
they are not acting as external auditors, and they make this clear in covering leffers and footnotes attached to the
statements. )

The external auditors are formally appointed by the owners; for example, af the annual shareholders’ meeting. But
an enterprise’s external auditor is not permitied to be an owner or mancger of the enterprise. For example, they
cannot own shares in the company and they cannot act as a director or manager of the company, even for a small
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part of the year. This is to ensure that the auditor is financially and ethically independent and can therefore be
objective about the enterprise’s financial affairs. Independence and objectivity are fundamental ideas that you will
encounter frequently in this book.

External auditors may work alone or in parnership with other auditors in accounting firms. Some of these firms are
very large, having thousands of partners and tens of thousands of employees, and offices in many cities and
countries. Accounting firms offer their clients not only external auditing but also advice on income tax, accounting,
computer systems and many other financial and business topics. However, if they conduct the audit there are ules in
place about what other services they can provide, as auditors cannot be involved in auditing their own work, or
creating any conflictofinterest problems. Managing this requires considerable professional skill and attention to the
ethics and rules of professional conduct. Whether this is being done successfully is a matter of much controversy at
present. In Australia, as well as in many overseas countries, there has been additional regulation aimed at improving
the independence of auditors. The large accounting firms annually spend many millions of dollars on their
independence and qualitycontrol systems.

People and ethics

Ethics, mentioned above, will be raised throughout this book. Ethical issues can arise in just about any area of

accounting. Here are some examples, cll of them real:

® An enterprise has been sued by a recently fired employee who claims that the dismissed was based on the
employee's age, and therefore broke employment laws. The enterprise’s general manager denies any
impropriety. The enterprise’s chief accountant, who personally feels that the former employee's claim is justified,
has suggested to the boss that the lawsuit should be mentioned in o note to the financial statements, so that users
of the statements will know there is a potential for loss if the former employee wins. The general manager feels that
the chiel accountant should ignore the lawsuit in preparing the financial statements, to avoid embarrassment and
the appecrance of admitting guilt. The general manager fears that such an apparent admission could be used
against the enterprise in court and so could cause the enterprise to lose the lawsuit. What should the chief
accountant do?

* While doing an audit, the external auditor leams that the enterprise may have been cheating one of its customers.
The customer, who is unaware of this and quite happy with things, is another client of the auditor. The auditor,
who is bound by rules of conduct designed to protect the confidentiality of information gained during the audit,
knows that saying anything to anyone could result in major lawsuits. Should the auditor just keep quiet about what
was found?

e Athird enterprise’s general manager is paid a bonus each year, calculated as a percentage of profit. The general
manager is considering a proposed change of depreciation method that will reduce depreciation expense and
therefore raise accrual profit and increase the general manager's bonus. Should the general manager refuse to
implement the accounting change, recuest that the bonus calculation ignore the change, or just go ahead and
enjoy the higher bonus?

These illusirative problems do not have easy answers, so none are offered here. They are dilemmas for the chief
accountant, the auditor and the general manager. This bock will address ethical issues from time to time, helping you
to sharpen your ethical sense along with your accounting knowledge — the two are inseparable.

1.5 Accrual accounting

Financial accounting’s task of producing financial statements is a complex one. For even a small business, thousands
of events [transactions) have to be recorded and their financial effects evaluated. For large corporations such as BHP
Billiton, Lend Lease, Rio Tinto, Woolworths, AMP, Qantas and Westpac, or organisations such as the University of
New South Wales, Brisbane City Council or the Red Cross, the number of annual transactions runs into the millions or
billions. Frequently, when the time comes fo prepare the financial stalements, some transactions have not been
completed, are in dispute or have an otherwise unclear status. Here are examples in which appropriate figures may
be difficult to defermine:



CHAPTER 1 Introduction to financial accounting 9

® The value of Westpac's overseas loans (i.e. the money actually to be received back from those loans} depends on
the health of the borrowing countries’ economies, stability in infernational money-ransfer arangements (often
disrupted by wars, politics and nctural disasters) and the relative values of various countries” currencies, which,
like nickel prices, can change a lot from day to day.

® The value of donations promised to the Red Cross but not vet received depends on how committed donors are to
actually producing the cash. This commitment can be affected by unemployment, rising prices for food and other
goods the donors need, and other factors beyond the Red Cross's control.

e The amount of profit that should be recognised during the year by Leighton Holdings for the construction of a
maijor bridge that will take two years fo complete will depend on future expenses.

To cope with these complexities, financial accounting for most businesses and organisations uses the accrual
accounting approach. Under an accrual accounting system, 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. Formal definitions of revenues and expenses can be quite complicated, and are left to Chapter 2. At this stage,
we will provide examples of the main types of revenues and expenses.

The main form of revenue is usudlly the sale of goods or senvices; for example, the sale of coffee machines for
$45000 or carrying out the installation of a new computer system for $300000. Other revenues include interest on
investments held, dividends received on shares and rent from premises owned by the company.

Expenses include the costs of services and resources consumed in the process of generating revenues. Examples
of costs incurred are wages, electricily, travel and rent. An example of resources consumed is depreciation.
Organisations depreciate the cost of an asset (such as a motor vehicle or a printing machine) over the useful life of the
assef; that is, each year a percentage of the cost of the asset becomes an expense. These assets are helping in
generating revenue; therefore, a share of the cost should be treated as an expense in each accounting peried during
which the asset helps generate revenve.

Why do we depreciate the cost of an asset over its useful life rather than treat the cost of the asset as an expense
in the first year? The reason is that the asset is used over many years and helps generate revenue over many periods.
This depreciafion expense is maiched fo the revenues eamed during the period. Note that esfimates need to be
made. For example, a printing machine that cost $480000 would have annual depreciation of $120000,
$96000 or $80000, depending on whether its estimated life is four, five or six years; that is, the judgement on the
useful life of the machine has an impact on profit each year.

HOW’'S YOUR UNDERSTANDING?

List the main revenues and expenses for a coffee cart yOu see on campus or in the city.

Your answers should be as follows. The main revenue will come from coffee sales. If all sales are cash sales
it would be the cash received for the coffees sold. But note that some customers may have an account where
all coffees sold to them are recorded and then they pay the whole amount the following month on receipt of
an invoice. Note that under accrual accounting it is the delivery of the service (i.e. handing over the cup of
coffee) that results in revenue being recognised. Likely expenses include:

o the cost of coffee

+ the cost of cups

+ wages

« rent of space (e.g. to the university)

+ depreciation on the coffee machine.
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Accrual accounting versus cash accounting

Before considering these complexities, let's consider the basic differences between cash accounting and accrual

accounting.

e Cash accounting involves recording revenues and expenses at the time the cash is received or paid. This is
reasonably precise, because the accountant knows whether cash has been paid or received and the exact
amount is easily defermined (from accounting books or bank statements).

* However, often the timing of cash flow is in a different accounting period from the substance of the transaction.
Examples include selling inventory on credit; when a contractor fixes machinery but will not be paid until a later
accounting period; or the use of machinery, which reduces its future useful life. As noted above {but worth
repeating), accrual accounting incorporates these complexities by recording revenues and expenses af the fime
they occur, not when cash is received.

To compare cash profit with accrual profit, consider the following:

e A company makes credit sales of $100000 in June, which will be collected in July. Under an accrual system,
$100000 revenue would be included in June, whereas under a cash system the amount would be recognised in
July.

A confractor carries out repair work for your company in June for $20 000, but the bill will not be paid until July.
Under an accrual system, the expense would be recognised in June, but under a cash system it would not be
recognised until July.

Under accrual accounting there will be an allocation of the cost of equipment to expenses over several accounting
periods fo recognise the consumption of the equipment's future economic value. This is called depreciation. If
some new equipment cost $80000 and has a life of eight years, $10000 depreciation would be included in
expenses each year.

HOW'S YOUR UNDERSTANDING?

In June, a company makes cash sales of $10 000 and credit sales of $20 000 (all to be collected in July). It
pays wages of $6000 and owes $1000 for June expenses (to be paid in July).

1 What is profit using cash accounting?

2 What is profit using accrual accounting?

Your answers should be:

$10 000 - $6000 = $4000

$10 000 + $20 000 - $6000 - $1000 = $23 000.

N —

Using accrual accounting to prepare financial statements

Using the accrual accounting approach in preparing the financial statements, attempts are made to:

® include all the cash receipts and payments that have dlready happened; for example, cash sale and cash
payment for wages

e incorporate future cash receipts and payments that should be expected, based on existing transactions; for
example, it is necessary fo include the credit sale now, although the cash will not arrive until the next period

* measure the value of incomplete transactions; for example, estimate the likely amount of accounts receivable that
will not be collected, and treat the amount as an expense of this year

® estimate figures when exact amounts are unknown:; for example, estimate the amount of interest due from the bank
at yearend, even though the bank does not add the interest to your account for another two months = the amount
is interest revenue



