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O n e  q u e s tio n  I h a ve  b e e n  fre q u e n tly  asked  s ince  w r it in g  the first e d it io n  o f this b o o k  is: w h y  w r ite  an  
in tro d u c to ry  a c c o u n tin g  te x tb o o k ?

First, I h ave  been  in vo lve d  in te a c h in g  in tro d u c to ry  f in a n c ia l a c c o u n tin g  fo r  o v e r 3 5  yea rs . I e n jo y  try ing  
to  g e t across  the in tro d u c to ry  co n ce p ts . S e c o n d , I h a ve  b een  surprised  a t the  d iffe re n ce s  b e tw e e n  h o w  
in tro d u c to ry  a c c o u n tin g  is ta u g h t in m ost u n d e rg ra d u a te  p ro g ra m s  a n d  h o w  it is ta u g h t in M B A  courses in the 
U n ited  States a n d  A us tra lia . Th irty  yea rs  a g o  there  w e re  g o o d  reasons fo r  the d iffe re n ce s , as m ost o f o u r first- 
y e a r  u n d e rg ra d u a te  students w e re  a c c o u n tin g  m a jo rs . This is no t the  c a se  to d a y . T h ird , w h e n  I ask  a ttendees  
a t e x ecu tive  e d u c a tio n  p ro g ra m s  w h a t th e ir  a c c o u n tin g  b a c k g ro u n d  is, m a n y  re spond  th a t th e y  d id  firs t-year 
a c c o u n tin g  10 -p lus  yea rs  a g o  bu t fo u n d  it b o r in g !

W ith  this in m ind , I tried  to  a d d  to  a n  u n d e rg ra d u a te  b o o k  som e o f the fea tu res th a t M B A s  a n d  
execu tives  seem  to  e n jo y . W e  d o n 't  w a n t o u r students re tu rn ing  in 1 0  yea rs  a n d  su g g e s tin g  o u r courses a re  
b o r in g ! T a lk in g  a b o u t c o m p a n ie s  a n d  re la tin g  the m a te ria l to  a n n u a l reports  a n d  n e w s p a p e r  a rtic les  helps 
students to  g e t in terested.

W ith  a ll o f the  a b o v e  in m in d , w e  set a b o u t in c o rp o ra tin g  the fo l lo w in g  in the  b o o k . First, w e  h ave  tried  
to  m ake  c le a r  to  students the im p o rta n c e  o f a c c o u n tin g  in fo rm a tio n  b y  fre q u e n t re fe rence  to  curren t m a te ria l. 
S e c o n d , as c o m p a n ie s  a re  the m ost c o m m o n  business o rg a n is a tio n s  in A us tra lia  to d a y , w e  start b y  w r it in g  
a b o u t c o m p a n ie s , ra ther than  s p e n d in g  m a n y  in tro d u c to ry  chap te rs  c o n c e n tra tin g  on  so le  trade rs. T h ird , to  
keep  this b o o k 's  m a te ria l in te res ting  a n d  re levan t, w e  have  m a d e  fre q u e n t re fe rences to  the  c o n te n t o f a n n u a l 
reports. S tudents learn  a b o u t real c o m p a n ie s  a n d  c a n  fo l lo w  th e ir p e rfo rm a n c e  in the n e w sp a p e rs  o r the 
sha re  m arke t if they  w is h . Fourth, w e  b e lie v e  th a t the  d e p th  o f te c h n ic a l k n o w le d g e  in this b o o k  w ill 
c h a lle n g e  bo th  a c c o u n tin g  a n d  n o n -a cc o u n tin g  m a jo rs .

The first e d itio n  o f this te x tb o ok  w a s  a d a p te d  from  the second  e d itio n  o f the best-selling C a n a d ia n  
in troduc to ry  fin a n c ia l a c co u n tin g  te x tb o ok  o f the sam e nam e w ritten  b y  M ic h a e l G ib b in s . In the A us tra lian  
e d it io n , w e  have  a d d e d  e ig h t chap te rs  as w e ll as reo rien ting  the m ateria l to w a rd s  the A us tra lian  con tex t. O u r  
sixth e d itio n  inco rp o ra te s  a  n e w  C h a p te r  8 o n  rece ivab les . P reviously the rece ivab les  m a te ria l w a s  p a rt o f the 
e a rly  chap te rs  o n  a cc ru a l a c co u n tin g  (pa rticu la rly  C h a p te r  5 ). B y m o v in g  it to  C h a p te r  8 w e  have  m ade  
C h a p te r  5  m ore  m a n a g e a b le ; it a ls o  a llo w e d  us to  address  rece ivab les  in m ore  d e ta il, in c lu d in g  the use o f 
s u b s id ia ry  ledgers. In a d d it io n , sus ta inab ility  repo rting  has been  m oved to  C h a p te r  1 7  a n d  linked w ith  
in teg ra ted  repo rting . These s u sta inab ility  reports have  b e c o m e  ve ry  co m m o n  a n d  a re  in c re a s in g ly  im portant.

The m ost a ttra c tive  fea tu res o f the fifth  e d it io n  have  been  re ta in e d : a n  easy-to -read  sty le  w ith  a  w e a lth  o f 
extracts  from  c o m p a n y  a n n u a l repo rts , n e w sp a p e rs  a n d  m a g a z in e s , 'H o w 's  y o u r u n d e rs ta n d in g ? ' a c tiv ity  
questions  th ro u g h o u t e a c h  c h a p te r, questions  a t the  e n d  o f e a c h  c h a p te r re la tin g  to  real a n n u a l reports, as 
w e ll as a  set o f cases w ith  questions  re la tin g  to  the W o o lw o r th s  Lim ited A nn u a l Report 2 0 1 4  (a p p e n d ix  a t 
the  e nd  o f the book ).

S tudents shou ld  take  a d v a n ta g e  o f the  a n c illa ry  m a te ria l th a t g o e s  w ith  this b o o k , in p a rtic u la r  the 
C o u rs e M a te  w e b s ite , w h ic h  inc ludes  rev is ion  q u iz z e s , p ra c tic e  ques tions , a n n o ta te d  w e b lin k s  a n d  much 
in te ra c tive  m a te ria l. A ls o , the p u b lis h e r has m a d e  a v a ila b le  a  su ite  o f a d d it io n a l resources fo r  instructors. 
S tudents m a y  like  to  a ls o  o b ta in  the  a c c o m p a n y in g  S tudy G u id e , w h ic h  p ro v id e s  num erous a d d it io n a l 
ques tions .

W e  trust th a t y o u  w ill e n jo y  the b o o k .
Ken T ro tm an



XIV

Guide to the text
As you read  th is  te x t you w il l  find  a n u m b e r  of fe a tu re s  in 

e v e ry  c h a p te r  to e n h a n c e  y o u r  s tu d y  of acc o u n tin g  and h e lp  
you u n d e rs ta n d  h ow  th e  th e o ry  is a p p lie d  in th e  re a l w o r ld .

C HAP TER O P E N IN G  FEATURES

The learning objectives and 
chapter overview give you a 
clear sense of what topics 
each chapter will cover and 
what you should be able to 
do after reading the chapter

FEATURES W IT H IN  CHAPTERS

The three m ain  e lem ents o f a b a la n c e  sheet a re  
assets, lia b ilit ie s  a n d  shareholders'equity.

Key term s in bold highlight important accounting 
terminology. Definitions for these terms can be 
found at the end of the book in the glossary.

H O W 'S  Y O U R  U N D E R S T A N D IN G ?

How’s your understanding activity questions throughout 
each chapter help you to reinforce your understanding of key 
concepts as you progress through the text, providing you with 
the opportunity to reflect and revise important material.

H O W 'S YO U R  U N D E R S T A N D IN G ?

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. s



At th e  end of each  c h a p te r  y o u ’ ll  fin d  s e v e ra l to o ls  to  h e lp  you to rev iew , 
p ra c tic e  and e x te n d  y o u r  k n o w le d g e  of th e  key le a rn in g  o u tc o m e s .

Practice problems give you 
the opportunity to test your 
knowledge and consolidate 
your learning.
A list of key terms from 
the chapter have been 
provided to help with your 
revision.
The homework and 
discussion to develop 
understanding section 
provides you with 
discussion questions, 
problems, and cases to 
help you with your revision.
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Guide to the ontine resources

FOR THE INSTRUCTOR
C e n g ag e  L e a rn in g  is p le a s e d  to p ro v id e  you w ith  a s e le c tio n  

of re s o u rc e s  th a t w i l l  h e lp  you p re p a re  y o u r le c tu re s  and a s s e s s m e n ts .
T h e s e  te a c h in g  to o ls  a re  a c c e s s ib le  via h t tp : / /lo g in .c e n g a g e .c o m .

S O L U T IO N S
M A N U A L

The Solutions manual provides 
solutions to the discussion questions, 
the end-of-chapter problems and the 
case questions.

I I I
P O W E R P O IN T
P R E S E N T A T IO N S

Use the chapter-by-chapter PowerPoint 
presentations to enhance your lecture 
presentations and handouts to reinforce 
the key principles of your subject.

E X A M V IE W  
T E ST  B A N K

ExamView helps you to create, 
customise and deliver tests in minutes 
for both print and online applications. 
The Quick Test Wizard and Online test 
Wizard guide you step-by-step through 
the test-creation process.

A R T W O R K  FROM  
T H E  T E XT

Add the digital files of graphs, pictures 
and flowcharts into your course 
management system, use them within 
student handouts or copy them into 
lecture presentations.



Guide to the online resources xvii

FOR THE S T U D E N T
N e w  cop ies  of th is  te x t co m e w ith  an access code th a t g ives  you 
a 1 2 -m o n th  s u b s c rip tio n  to th e  C o u rs e M a te  E x p ress  W e b s ite . 

V is it h t tp :/ /lo g in .c e n g a g e b ra in .c o m  and log in  using  th e  code card .

CENGAGE b r a in ----------— -

REGIS TtR YOUR PRODUCT RETURNING STUDENTS

Q
B l

•OOW*1

m % C E N G A G E

f  CourseM ate brain
• com

The CourseMate Express A LSO  A V A IL A B L E
website includes: A v a i la b le  s e p a ra te ly  is an in t r o d u c to ry

• Online research activities M a n a g e m e n t  A c c o u n t in g  e B o o k  th a t

• Weblinks h e lp s  you  b u i ld  a fu l l y  in te g ra te d

• Revision quizzes u n d e rs ta n d in g  of f in a n c ia l  a c c o u n t in g

• Glossary and Flashcards and m a n a g e m e n t  a c c o u n t in g .  You can

• and much more! buy th e  M a n a g e m e n t  A c c o u n t in g  

e B o o k  d i re c t  f r o m  C e n g a g e B ra in .
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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 o f accounting inform ation and the decisions they m ake that 
require accounting information
identify the people w h o  a re  involved in financial accounting  
describe how  accrual accounting differs from cash accounting  
calculate accrual profit for an organisation
expla in  the basic contents of the three key financial statements and describe  
the purpose of each statement
describe the basic principles and  assumptions o f accounting  
expla in  w h y accounting is im portant.

CHAPTER O VERVIEW
A c c o u n t in g  has been  d e s c r ib e d  as the 'la n g u a g e  o f  bus iness '. It p ro v id e s  m a n a g e rs  w ith in  o rg a n is a tio n s  a n d  
those o u ts id e  the o rg a n is a tio n  (e .g . investo rs  a n d  c re d ito rs ) w ith  in fo rm a tio n  a b o u t the  f in a n c ia l p e rfo rm a n c e  a n d  
f in a n c ia l p o s itio n  o f  th e  business. R eg ard less  o f w h a t ty p e  o f  c a re e r y o u  pu rsue , a c c o u n tin g  in fo rm a tio n  w il l  have  
im p o rta n t e ffec ts  on  y o u .

Th is c h a p te r  in tro d u c e s  y o u  to  f in a n c ia l a c c o u n tin g  a n d  illus tra tes  som e useful a c c o u n tin g  co n ce p ts  a n d  te ch n i
ques. It o u tlin e s  a  w a y  o f  th in k in g  a b o u t f in a n c ia l a c c o u n tin g  th a t w il l  be  im p o rta n t to  y o u r  c a re e r, w h e th e r  yo u  
b e co m e  an  a c c o u n ta n t o r  a user o f  a c c o u n tin g  in business o r  in o th e r w a lk s  o f  life . You a re  in tro d u c e d  to  the  so c ia l 
se tting  o f  f in a n c ia l a c c o u n tin g  a n d  som e o f  th e  p e o p le  in v o lv e d . F in a n c ia l a c c o u n tin g  is c o m p le x  a n d  req u ire s  
sound  ju d g e m e n t b e ca use  it a tte m p ts  to  serve the needs o f  a ll these p e o p le , no t a ll o f  w h o m  ne ce ss a rily  see th in g s  
the sam e w a y .  Y ou a re  then in tro d u c e d  to  o n e  o f  the co rn e rs to n e s  o f  h o w  f in a n c ia l a c c o u n tin g  w o rk s : a c c ru a l 
a c c o u n tin g , the b ro a d  fra m e w o rk  w ith in  w h ic h  f in a n c ia l a c c o u n tin g  re p o rts  a re  p re p a re d . Y ou a re  a lso  in tro d u c e d  
to  the th ree  k e y  f in a n c ia l s ta tem ents a n d  the  b a s ic  f in a n c ia l s ta tem ent a ssu m p tio ns . E xam p les  fro m  the f in a n c ia l 
press w il l  he lp  c o n v in c e  y o u  o f the im p o rta n c e  o f  a c c o u n tin g  in fo rm a tio n .



2 FINANCIAL ACCOUNTING: AN INTEGRATED APPROACH

1.1 Use and preparation of accounting
Use
Financial accounting has va lue because the inform ation it produces is used in a varie ty  o f w ays. Users include 
m anagers, investors, bankers, financia l analysts and  m any others. Such peop le  study accounting to learn how  to 
use inform ation effectively and  to d o  their jobs better. For accountants, this inform ation is essential to the services they 
provide.

P reparation
A ccounting is a com plex human activ ity. Accounting inform ation doesn 't just happen: it is produced by a la rge set of 
peop le , activities and  computers. To be effective users o f the inform ation, peop le  need to know  something abou t how  
and w h y  the inform ation is prepared. Accountants' expertise is all abou t the how  and the w hy.

The dem and for useful inform ation shapes how  financia l accounting  inform ation is prepared; for exam ple, w hen 
producing annual o r monthly perform ance reports. H o w  it is prepared shapes its use; for exam ple, in financia l 
analysis and  m anageria l decisions.

FOR YOUR INTEREST

L e a rn in g  te rm in o lo g y  is im p o r ta n t .  To  h e lp  y o u  w ith  th a t ,  th is  b o o k  has a g lo s sa ry  o f  te rm s  a t th e  b a ck  on  
page 7 3 4 .  I f  y o u ’re  n o t  su re  w h a t a te rm  m e a n s , lo o k  i t  up  r ig h t  aw ay.

A c c o u n t in g  is a c h a lle n g in g  d is c ip lin e  th a t  in vo lve s  m a n y  c a p a b ilit ie s : a ss ign ing  n u m b e rs  to  re p re s e n t 
fin a n c ia l p h e n o m e n a ; p ro v id in g  e x p la n a tio n s  o f  th o s e  n u m b e rs ; a n a lys in g  and v e r ify in g  th e  in fo rm a t io n  
p re p a re d  by  o th e rs ; u n d e rs ta n d in g  th e  needs o f  th o s e  w h o  use a c c o u n t in g ’s re p o r ts  to  m a ke  d e c is io n s ; 
e n g a g in g  in o ra l, w r it te n  and  e le c tro n ic  c o m m u n ic a t io n  w ith  th e  m a n y  p e o p le  in vo lv e d  in an o rg a n is a tio n ’s 
fin a n c ia l a c tiv it ie s ; and  m a in ta in in g  ju d g e m e n t  th a t  is s o u n d , o b je c tiv e  and e th ic a l.

M u c h  o f  th e  c h a lle n g e  o f  a c c o u n t in g  is in f ig u r in g  o u t  w h ic h  n u m b e rs  to  use and d e c id in g  w h a t th e  

n u m b e rs  te ll us. A d d in g  and  s u b t ra c t in g  th e  n u m b e rs  is o f te n  th e  easy p a rt. T h is  m a ke s  a c c o u n t in g  b o th  eas ie r 
and h a rd e r  to  lea rn  th a n  y o u  m ig h t  have th o u g h t.  A c c o u n t in g  is ro o te d  in th e  fin a n c ia l s e tt in g , and  has its  o w n  
v o c a b u la ry , so d o n ’t  e x p e c t i t  all t o  m a ke  p e r fe c t  sense a t th e  b e g in n in g . I t  w ill ta k e  a w h ile  fo r  y o u  to  a c q u ire  
th e  k n o w le d g e  th a t  c re a te s  an u n d e rs ta n d in g  o f  bus iness  and  a c c o u n t in g  as th e y  re a lly  a re  in o u r  w o r ld . Th is  
u n d e rs ta n d in g  w ill be  based on  y o u r  k n o w le d g e  o f  b o th  c o n c e p ts  and te c h n iq u e s , and o f  th e  v ie w p o in ts  o f  
b o th  a c c o u n ta n ts  and  th e  users o f  a c c o u n tin g .

T h e  g o in g  w ill n o t  all be  easy, b u t  i f  y o u  g ive  it  y o u r  b e s t e f fo r t ,  y o u  m a y  be s u rp r is e d  a t th e  h igh  leve l o f  
s o p h is t ic a tio n  y o u  w ill re a ch . H e re  is o n e  im p o r ta n t  s u g g e s tio n . T h e  o n ly  w a y  to  lea rn  a c c o u n t in g  is to  do  
p ro b le m s . I t  is v ita l th a t  y o u  d o  m o re  th a n  ju s t  read th e  e xa m p le s . A f t e r  re a d in g  th e  c h a p te r , c o m e  b a ck  and 
do  th e  e xa m p le s  to  c h e c k  y o u r  u n d e rs ta n d in g .

1.2 Financial accounting
A ccounting is a process o f identify ing, measuring and com m unicating econom ic inform ation to a llo w  inform ed 
decisions by the users o f that inform ation. A ccounting systems are often described as either financia l accounting 
systems (where pe riod ic  Financial statements are p rovided to external decision-makers, such as investors, creditors 
and customers) o r m anagem ent accounting systems (including inform ation for p lanning and perform ance reports to 
managers throughout the o rgan isation; that is, internal decision-makers).
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Financial accounting measures an enterprise's perform ance over time and its position (status) at a po in t in time, 
and  does so in Australian dollars, US dollars, yen, euros o r w hatever currency is judged relevant to the enterprise. 
This m easurem ent o f financial performance and financial position is done  for all sorts o f enterprises: la rge and 
small businesses, governments from local to national levels, universities, charities, churches, clubs, international 
associations and m any others. The financia l statements, w h ich  are  financia l accounting 's  reports, summarise the 
measurements o f financia l perform ance and financia l position in standard w ays thought to be useful in evaluating 
w hether the enterprise has done  w e ll and  is in g o o d  shape. These financia l statements include notes, w h ich  contain 
m any w ords  (sometimes dozens o f pages) o f exp lanation and interpretation, in add ition  to the numbers. The 
statements report on the econom ic and  financia l matters and are la rge ly  for the use o f peop le  outside the enterprise, 
such as investors, lenders, c lub members, regulatory agencies and taxation authorities.

In summary:
•  F inanc ia l perform ance  is the generation o f new  resources from day-to-day operations over a period o f time.

•  F inanc ia l position  is the enterprise's set o f financ ia l resources and ob liga tions  a t a po in t in time.

•  F inanc ia l statements a re  the reports describ ing financia l perform ance and position (e.g. the ba lance  sheet and  the 
incom e statement).

•  N otes  a re  part o f the statements, a d d in g  explanations to the numbers.

As w e  w ill see throughout this book, financia l perform ance and position are  h igh ly  related. G o o d  perform ance is 
likely to lead to a healthy financia l position; if a com pany has been m aking profits, it w ill p robab ly  build up 
resources. O n  the other hand, a healthy financia l position facilitates perform ance; if you have lots o f resources 
com pared  to ob liga tions, the com pany can undertake activities that lead to g o o d  performance.

Another branch o f accounting, m anagem ent accounting , is oriented tow ards helping managers and others inside 
the enterprise, in contrast to financia l accounting 's  more external focus. W h ile  m anagem ent accounting is not 
exam ined in this book, students interested in how  financia l accounting measures m anageria l perform ance w ill find 
frequent references to the re lationship between managers and financia l accounting. In the end, all forms o f 
accounting exist to help peop le  such as m anagers, investors, bankers, legislators and  the pub lic  make financia l 
decisions.

HOW'S YOUR UNDERSTANDING?

H e re  is a q u e s tio n  y o u  s h o u ld  be  ab le  to  an sw e r, based on  w h a t y o u  have ju s t  read. I f  y o u  c a n ’t  a n sw e r it ,  
i t  w o u ld  be  b e s t to  re - re a d  th e  m a te r ia l.

W h a t  a re  th e  tw o  m a in  th in g s  th a t  fin a n c ia l a c c o u n t in g  m e a su re s?
Y o u r  a n sw e r s h o u ld  be : fin a n c ia l p e r fo rm a n c e  and  fin a n c ia l p o s itio n .

1.3 Who uses financial accounting inform ation?
This book w ill show  you the m any w ays in w h ich  financia l accounting  has been shaped by the developm ent o f
business and society. Financial accounting helps:
•  stock market investors de c id e  w hether to buy, sell o r hold shares o f com panies

•  banks and other lenders dec ide  w hether or not to lend

•  managers run enterprises on beha lf o f ow ners, members o r citizens (in add ition  to the help provided by 
m anagem ent accounting and other sources of information)

•  m anagem ent by  p rovid ing  basic financia l records for the purposes o f day-to-day managem ent, control, insurance 
and fraud prevention

•  governments in monitoring the actions o f enterprises and  in assessing taxes, such as incom e tax and  the goods 
and services tax (GST).
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W h o le  books can be, and have been, written about each of these functions. Though this book emphasises 
externally oriented financia l accounting  for business firms, do n 't forget that there are m any other organisations that 
use, and a re  affected by, accounting . W h e n  w ords  like 'o rgan isa tion ', 'com pany ' o r 'enterprise' are used, the 
im plications often g o  w e ll beyond business firms.

The centre o f our interest in this book -  financia l accounting for the enterprise -  operates w ith in  and serves a 
com plex socia l setting. It seeks to monitor and  report on financia l events in itiated by o r happen ing  to  the enterprise. 
A ccounting is not a passive force w ith in  the socia l setting: it tells us w h a t is g o ing  on, but in so do ing  it affects our 
decisions and actions and , therefore, a lso affects w h a t is go ing  on.

The social setting is com posed of m any people , includ ing groups, com panies, institutions and  other parties 
interested in, o r having an influence on, the com pany's  financia l accounting . As w e  w ill see many times in this book, 
these parties d o  not share the same interest in the com pany's  accounting, and m ay even be in com petition o r conflic t 
w ith  each other. M o s t w ill be in the same country as the com pany and its m anagem ent but, increasingly, com panies 
and other enterprises are  opera ting  internationally. The other groups interested in, and a ffecting, the com pany's  
financia l accounting  m ay be located anyw here  on the planet.

Let's consider some possible users o f the financia l statements o f a listed com pany:
•  A  com pany's  board  o f directors manages the com pany on behalf o f its shareholders. O n e  function o f the board, 

w h ich  involves the financia l statements, is hiring the com pany's  top  opera ting  m anagem ent -  especia lly  the chief 
executive o ffice r (CEO). Suppose you are a member o f the board  and  are  preparing for a discussion a t the next 
board  meeting. The board  evaluates the C E O 's  perform ance continuously, w h ich  is its responsibility. The financia l 
statements have been provided to the board  prior to the meeting, and w ill be  a m ajor contribution to this 
evaluation.

•  A  com pany's  shares a re  listed (i.e. can be bought and sold) on the Australian Stock Exchange (ASX). Suppose 
you are  a financia l analyst fo r an investment dea le r and are  preparing  a report pro jecting future earnings and 
m aking recom m endations abou t w hether the com pany's  shares are w orth buying, keeping if a lready  held, or 
instead should be sold. You have the financia l statements and  w ill use them to support your report.

•  A  com pany has several hundred m illion dollars in bank borrow ings, and lines o f cred it (pre-authorised borrow ing  
capab ility ) fo r millions o f dollars more. Suppose you are  a com m ercia l lending o ffice r for a bank, conducting a 
regular review  o f the com pany's  bo rrow ing  status. You must consider the qua lity  of the com pany's  financia l 
perform ance and assets (many o f w h ich  have been assigned as security on bank loans, and  therefore cou ld  be 
seized if the com pany doesn 't pa y  its loans back on schedule). Financial perform ance is im portant because net 
profit generates cash to pay loans, and a g o o d  past record suggests that the com pany is likely to be ab le  to earn 
p ro fit in the future. You have requested the financia l statements to use in your review.

•  A  com pany depends on a la rge number o f suppliers to ob ta in  goods  and services. Suppose you are  the sales 
m anager o f a stationery supplier and  are considering signing a long-term contract to supply the com pany. You 
w a n t to sign the contract because your com pany needs the business, but you have to be satisfied that your 
shipments w ill be pa id  for. M o re  positively, you hope that if you d o  a g o o d  job , you w ill have an opportun ity  to 
g ro w  w ith  the com pany. M o s t o f the inform ation you need has been received a lready, but you have ob ta ined  the 
financia l statements and  are review ing them as you make your fina l decisions about the contract.

In summary, these scenarios ind ica te  the fo llow ing  reasons for using the com pany's  financia l statements:
•  evaluation o f the C E O 's  perform ance by a member o f the board  o f directors

•  preparation o f 'buy ', 'sell' o r 'h o ld ' recom m endations by  a financia l analyst

•  review  of the com pany's  borrow ing  status by a bank lend ing officer

•  developm ent o f a supply contract w ith  the com pany by a stationery supplier's sales m anager.

These scenarios have been chosen to ad d  to your insight into the use o f financia l accounting inform ation. They 
are  not com plete. In all cases, the financia l statements w o u ld  be on ly  part o f the inform ation used in the dec is ion
making process. A lso, there are  m any other uses for financia l statements, some o f w h ich  m ight make different 
dem ands on the qua lity  o f the inform ation from those discussed here.
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FOR YOUR INTEREST

A b o v e  w e  n o te d  th a t  f in a n c ia l s ta te m e n ts  w o u ld  be o n ly  p a r t o f  th e  in fo rm a t io n  used by  v a r io u s  g ro u p s  such  
as in v e s to rs  and  m a n a g e m e n t in  d e c is io n -m a k in g . A n o th e r  im p o r ta n t  ty p e  o f  in fo rm a t io n  is s u s ta in a b ility  
re p o r t in g . T h ese  re p o r ts  in c lu d e  in fo rm a t io n  on  e c o n o m ic , e n v iro n m e n ta l,  soc ia l and s a fe ty  p e r fo rm a n c e . F o r  
e x a m p le , th e y  c o u ld  in c lu d e  in fo rm a t io n  on  c a rb o n  e m iss io n s , e n e rg y  usage, e m p lo y e e  s a fe ty , c o m m u n ity  
in v o lv e m e n t,  e tc .  W e  in tro d u c e  th is  m a te r ia l in  C h a p te r  17, as m a n y  c o m p a n ie s  n o w  in c lu d e  th is  in fo rm a t io n  
in th e ir  annu a l re p o r ts  o r  s e p a ra te  s u s ta in a b ility  re p o rts .

1.4 The people involved in financial accounting
The main partic ipants in the art o f financia l accounting  are:
•  the inform ation users (the decision-makers)

•  the inform ation preparers, w h o  put together the inform ation to fac ilita te  the users' decision-m aking

•  the auditors, w h o  assist the users by enhancing the c red ib ility  o f the inform ation, p rovid ing a professional op in ion  
abou t the fairness and appropriateness o f the inform ation.

Users (decis ion-m akers)
In financia l accounting , a user o r decision-m aker is som eone w h o  makes decisions on the basis o f the financia l
statements, on his or her ow n  behalf, o r on beha lf o f a com pany, bank o r other organ isation . U ltimately, the nature
and contents o f financia l statements are  functions o f the dem and for decision inform ation from users. If user dem and is
the fundam ental reason for financia l statements, understanding the dem and is important.

A  user's main dem and is for the c red ib le  p e rio d ic  reporting  o f an enterprise's financia l position and perform ance:
•  C red ib le  means that the inform ation in the reports (the financia l statements) appears to  be sufficiently trustworthy 

and  com petently prepared for it to be used to make decisions. There is a cost-bene fit issue here: huge amounts o f 
m oney could be spent trying to make the reports absolute ly perfect, but since that money w ou ld  have to com e out 
o f the enterprise's funds, spending it w ou ld  make its perform ance and position poorer. Users, such as owners and 
managers, m ay not w a n t that to happen, so c red ib ility  is a relative cond ition , not an absolute one. Accounting  
inform ation has to be w orth  its cost.

•  Periodic  means that users can expect reports on some regular basis (such as yearly  o r quarterly). The longer the 
w a it, the more solid is the inform ation. But w a itin g  a long time for inform ation is not desirab le : users are w illin g  to 
accep t some imprecision in the inform ation in return for pe riod ic  reports w ith timely, decision-relevant inform ation. 

The main groups o f users a re  as fo llows:
•  O w ners  are ind iv idua l business owners, such as proprietors, partners and other entrepreneurs; ind iv idua l investors 

(shareholders) in shares on stock markets w h o  can vote on com pany affairs; com panies that invest in other 
com panies; superannuation funds and other institutions that invest in com panies; and peop le  w ith  quasi-ownership 
interests, such as members o f clubs o r voters in local councils. In respect o f com panies, shareholders ow n  portions 
o f the corpora tion  -  shares that can be bought and  sold -  but the corpora tion  is a legal entity existing separate ly 
from its shareholder owners. Investors purchase shares in a com pany w ith the hope o f ga in ing  in tw o  w ays: 
receiving a portion o f the com pany's  p ro fit in the form o f dividends, and  being a b le  to sell their shares in the future 
a t a price h igher than they pa id .

•  Potential ow ners  are peop le  o f the same sort as the owners listed above, w h o  d o  not a t present have funds 
invested in the enterprise but m ay be considering making such an investment. Because potential owners often buy 
shares from present owners -  fo r exam ple, by  trad ing shares on the stock market -  rather than investing directly,
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there is often a s ign ifican t d ifference in outlook between present owners, w h o  m ay w ish to sell their shares for as 
much as possible, and  potentia l owners, w h o  w ou ld  like to pa y  as little as possible.

•  Creditors a n d  po ten tia l creditors a re  suppliers, banks, bondholders, em ployees and others w h o  have lent money 
to the enterprise, w h o  are o w e d  funds in return for supplying something o f value, o r w h o  are  considering taking 
on such a role. C reditors d o  not have the legal control o f the enterprise that ow ners have, but they often have a 
la rge say in enterprise decisions, especia lly  if the enterprise gets into difficulty. In cases o f extreme difficulty, 
creditors m ay have the right to take over control o f the enterprise from the owners. Sometimes the d ifference 
between creditors and  owners is hard to discern because it m ay depend on subtle legalities about w h o  has w ha t 
rights, and  some peop le  m ay p lay  both roles for a given enterprise. For exam ple, an ow ne r invests money in a 
business, but in add ition  m ay lend the business further money, becom ing a cred itor as w e ll as an ow ner. 
C reditors need to de c id e  w hether to supply goods o r services to the firm on credit.

•  M anage rs  a re  those w h o  run the enterprise on behalf o f the owners. They have a g rea t interest in the w a y  
accounting reports on their activities and  results. They use the inform ation for p lann ing, contro lling and organ ising  
the activities o f the entity. O ften m anagers' salaries and  bonuses, and the like lihood o f staying in their jobs, are 
d irectly  affected by the contents o f the financia l statements. In small businesses in particular, the ow ner m ay also 
be the main m anager.

•  Employees a n d  their unions o r  other associations  a re  interested in the enterprise's ab ility  to pay  w ages, maintain 
em ploym ent levels and keep such promises as pay ing  superannuation contributions. Financial inform ation can be 
used to  assess jo b  security.

•  Regulators a n d  other governm ent bod ies a n d  agenc ies  a re  groups that may use the financia l statements as a 
basis to evaluate w hether the enterprise is fo llow ing  various rules and  agreements.

•  F inanc ia l a n d  m arket analysts a re  peop le  w h o  study com panies ' performances and prepare reports for others by 
ana lysing those com panies. Analysts often make recom m endations a bou t w hether to invest, sell o r d o  neither.

•  Com petitors  may use the financia l statements to try to understand the enterprise's operations for the purpose of 
m aking life more d ifficu lt fo r the enterprise. Sometimes, for exam ple, managers are  reluctant to disclose 
inform ation to shareholders, because competitors can then also obta in  it and  act to reduce the enterprise's 
prospects.

•  A ccoun ting  researchers a re  peop le  -  mostly university academ ics, but also some based in accounting firms and 
other organisations -  w h o  study accounting w ith  the ob jective  o f understanding it and contributing to its 
improvement.

•  Customers need to consider if the entity is financia lly  sound. This is particu larly  im portant w hen customers are 
required to pay  amounts in advance. It is a lso im portant if customers rely on the w arranties p rovided by the entity.

•  M isce llaneous th ird  parties  a re  various other peop le  w h o  m ay get access to an enterprise's financia l statements 
and use them in various w ays . O n ce  statements have been issued, m any peop le  m ay make use o f them. For 
exam ple, po litic ians m ay make judgements abou t industry e ffic iency o r taxation levels, journalists m ay w rite  stories 
abou t em ploym ent practices, and judges may evaluate the enterprise's ab ility  to pay  if it loses a lawsuit.

Think about all these users and decisions! It is a grea t cha llenge to deve lop  one set o f pe riod ic  financia l 
statements for an enterprise so that it can be useful fo r a ll. Perhaps you w ill not be surprised to know  that there is much 
controversy abou t w hether financia l statements d o  this w e ll, and w hether financia l accounting methods serve some 
users o r decisions better than others.

F low  likely is it that you, the reader, w ill use accounting inform ation in the future?
If you plan to be an accountant, the value o f studying financia l accounting is c lear. It m ay not be so clear, 

however, if you have other plans, such as a career in m anagem ent, marketing, finance, eng ineering, law , human 
resources o r production. To provide  some perspective to those o f you not p lanning an accounting career, and  to help 
you understand the managers you w ill w o rk  w ith  if you d o  becom e an accountant o r aud itor, comments w ill be m ade 
frequently about managers and  financia l accounting .
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Financial accounting is d irectly  relevant to managers because it reports on the m anagers' perform ance as 
decision-makers, caretakers o f the enterprise, representatives o f the ow ners, legal officers o f the enterprise, and so on. 
A ny m anager cannot help but be interested in how  her or his perform ance is being measured and in h ow  that 
perform ance is ana lysed, pro jected and otherw ise evaluated. M a n a g e rs ' bonuses, promotions, dismissals, transfers 
and  other rewards and penalties are  often d irectly  based on the numbers and  commentaries prepared by 
accountants. Every m anager should have an intimate understanding o f h ow  accounting is measuring his o r her 
perform ance and  should be ab le  to conduct a 'reasonableness check' o f the inform ation be ing provided. It is critical 
fo r managers to understand the im pact o f every decision they are  making on accounting numbers as these numbers 
w ill measure their perform ance.

Here are a fe w  examples o f how  non-accounting managers m ay use accounting inform ation.
M arke ting  managers need to understand the financia l statements o f potential customers to determ ine w hich 

customers to focus on and w h ich  ones to extend cred it to. Purchasing managers need to understand suppliers' 
financia l statements to make sure they have the c apac ity  to supply in the long term. Human resources managers use 
accounting inform ation in sa lary negotiations, and  inform ation systems designers need to include the accounting 
inform ation system in their design.

If you are  extremely talented and have dec ided  to make your fortune as a sports star or musician, you still need to 
know  about accounting . W e  suggest that understanding the financia l statements o f the Sydney C ricket G round or the 
O p e ra  House w o u ld  be o f benefit in negotiating w ith  those organisations.

Preparers (decision fac ilita tors)
Tw o main groups are  responsible for the inform ation in the financia l statements:
•  M anage rs  are responsible for running an enterprise, includ ing issuing accounting and other inform ation, and 

contro lling its financia l affa irs. The fact that managers are  a lso users, and  a re  v ita lly  interested in the results, has 
created a fundam ental conflic t o f interest fo r them and has led to the developm ent o f the aud iting  function (see 
be low ). M anage rs  are  often referred to, as a g roup, as managem ent.

•  Accountants  have the jo b  o f shaping the financia l statements by a p p ly ing  the principles o f accounting  to the 
enterprise's records, under the d irection o f managem ent. M a n y  accountants a re  members o f professional 
societies, such as CPA Austra lia, Chartered Accountants in Australia and  N e w  Z ea land , and  the H ong Kong 
Society of Accountants. Accountants and  their professional bod ies also often have aud iting  experience and 
interests, and sometimes aud iting  roles, but the task o f p reparing  the financia l statements is quite different in 
p rincip le  from the task o f verify ing those statements once they are  prepared.

Aud ito rs (c red ib ility  enhancers)
Auditors report on the c red ib ility  o f the enterprise's financia l statements, on beha lf o f owners and others. Auditors have 
the jo b  of assisting the users by verify ing that the financia l statements have been prepared fa irly , com petently and  in a 
manner consistent w ith  accepted  accounting principles. The aud iting  role is a very o ld  one, arising because users 
dem anded some assurance that m anagers' reports on their perform ance w e re  not self-serving, biased o r d o w n righ t 
untruthful. This book refers frequently to external auditors, w h o  report on the financia l statements on beha lf o f external 
users, but there are  a lso internal auditors, w h o  w o rk  w ith in  the enterprise to support the c red ib ility  o f inform ation being 
used by  m anagem ent, and  other auditors (such as tax auditors, w h o  verify  taxpayers ' com putation o f tax). W h ile  
external auditors m ay be asked for a dv ice  in p reparing the statements, especia lly  fo r small com panies, they must 
avo id  responsibility fo r the statements because their role is to scrutinise the preparation process. They cannot c red ib ly  
aud it statements they have prepared! (Professional accountants often d o  prepare  financia l statements, but in so do ing  
they are not acting as external auditors, and they make this c lea r in covering letters and  footnotes attached to the 
statements.)

The external auditors are  form ally appo in ted  by the ow ners; fo r exam ple, a t the annual shareholders' meeting. But 
an enterprise's external aud ito r is not permitted to be an ow ne r or m anager o f the enterprise. For exam ple, they 
cannot ow n shares in the com pany and they cannot ac t as a d irector o r m anager of the com pany, even for a small
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part o f the year. This is to ensure that the aud ito r is financ ia lly  and  e th ica lly  independent and  can therefore be 
ob jective  abou t the enterprise's financia l affa irs. Independence and ob jec tiv ity  a re  fundam ental ideas that you w ill 
encounter frequently in this book.

External auditors m ay w o rk  a lone  o r in partnership w ith  other auditors in accounting firms. Some o f these firms are 
very large, having thousands o f partners and  tens o f thousands o f em ployees, and offices in m any cities and 
countries. A ccounting firms o ffer their clients not on ly  external aud iting  but also adv ice  on incom e tax, accounting, 
com puter systems and m any other financia l and business topics. H ow ever, if they conduct the aud it there are  rules in 
p lace  about w h a t other services they can p rovide, as auditors cannot be involved in aud iting  their ow n  w ork , or 
creating any conflict-of-interest problems. M a n a g in g  this requires considerab le  professional skill and attention to the 
ethics and  rules o f professional conduct. W h e th e r this is being done  successfully is a matter o f much controversy at 
present. In Australia, as w e ll as in many overseas countries, there has been a d d itiona l regulation a im ed a t im proving 
the independence o f auditors. The large accounting firms annually  spend m any millions o f dollars on their 
independence and quality-control systems.

People and ethics
Ethics, m entioned above, w ill be raised throughout this book. Ethical issues can arise in just a bou t any  area of 
accounting. Here a re  some examples, all o f them real:
•  An enterprise has been sued by a recently fired em ployee w h o  claim s that the dismissed w as  based on the 

em ployee 's ag e , and therefore broke em ploym ent laws. The enterprise's genera l m anager denies any 
im propriety. The enterprise's ch ie f accountant, w h o  personally feels that the former em ployee's c la im  is justified, 
has suggested to the boss that the lawsuit should be m entioned in a note to the financia l statements, so that users 
o f the statements w ill know  there is a potentia l fo r loss if the form er em ployee w ins. The genera l m anager feels that 
the ch ie f accountant should ignore the lawsuit in p reparing the financia l statements, to a vo id  embarrassment and 
the appea rance  o f adm itting  guilt. The genera l m anager fears that such an apparent adm ission could be used 
aga inst the enterprise in court and  so cou ld  cause the enterprise to lose the lawsuit. W h a t should the chief 
accountant do?

•  W h ile  do ing  an aud it, the external aud ito r learns that the enterprise m ay have been cheating one o f its customers. 
The customer, w h o  is unaw are  o f this and quite happy  w ith  things, is another client o f the auditor. The auditor, 
w h o  is bound by rules o f conduct des igned to protect the con fidentia lity  o f inform ation ga ined  during the audit, 
knows that saying anyth ing to anyone cou ld  result in m ajor lawsuits. Should the aud ito r just keep quiet about w ha t 
w as found?

•  A  third enterprise's general m anager is pa id  a bonus each year, ca lcu la ted as a percentage o f profit. The general 
m anager is considering a proposed change  o f depreciation method that w ill reduce deprecia tion  expense and 
therefore raise accrual profit and increase the general m anager's bonus. Should the genera l m anager refuse to 
implement the accounting  change, request that the bonus ca lcu la tion ignore the change, o r just g o  ahead  and 
en joy  the h igher bonus?

These illustrative problems d o  not have easy answers, so none are  offered here. They are dilem m as for the chief 
accountant, the aud ito r and  the general m anager. This book w ill address ethical issues from time to time, help ing you 
to sharpen your ethical sense a long w ith your accounting  know ledge  -  the tw o  are  inseparable.

1.5 Accrual accounting
Financial accounting 's  task of p roducing financia l statements is a com plex one. For even a small business, thousands 
o f events (transactions) have to be recorded and their financ ia l effects evaluated. For large corporations such as BHP 
Billiton, Lend Lease, Rio Tinto, W o o lw o rth s , A M P, Q antas  and  W e s tp a c , o r organisations such as the University of 
N e w  South W a le s , Brisbane C ity  C ouncil o r the Red Cross, the number o f annual transactions runs into the millions or 
billions. Frequently, w hen the time comes to prepare  the financia l statements, some transactions have not been 
com pleted, a re  in d ispute o r have an otherw ise unclear status. Here a re  examples in w h ich  approp ria te  figures may 
be d ifficu lt to determ ine:
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•  The va lue o f W es tp a c 's  overseas loans (i.e. the money actua lly  to be received back from those loans) depends on 
the health o f the bo rrow ing  countries' econom ies, stability  in international money-transfer arrangements (often 
disrupted by w ars, politics and natural disasters) and  the relative values of various countries' currencies, w h ich , 
like nickel prices, can change  a lot from d a y  to day.

•  The va lue of donations prom ised to the Red Cross but not yet received depends on how  committed donors a re to 
ac tua lly  producing the cash. This commitment can be a ffected by unemployment, rising prices for food  and other 
goods the donors need, and  other factors beyond the Red Cross's control.

•  The am ount o f profit that should be recognised during the yea r by Leighton H old ings for the construction o f a 
m ajor b ridge  that w ill take tw o  years to com ple te  w ill depend on future expenses.

To cope  w ith  these com plexities, financia l accounting for most businesses and organisations uses the accrual 
accounting approach . Under an accrual accounting  system, the im pact o f transactions on the financia l statements is 
recognised in the time periods during w h ich  revenues and expenses occur, rather than w hen the cash is received or 
pa id . Formal defin itions o f revenues and expenses can be qu ite  com plica ted , and a re  left to C hapter 2. A t this stage, 
w e  w ill p rovide  exam ples o f the main types o f revenues and expenses.

The main form o f revenue is usually the sale o f goods or services; fo r exam ple, the sale o f co ffee machines for 
$ 4 5 0 0 0  o r carry ing out the installation o f a new  com puter system for $ 3 0 0 0 0 0 .  O ther revenues include interest on 
investments held, d iv idends received on shares and rent from premises ow ned  by the com pany.

Expenses include the costs o f services and  resources consumed in the process o f generating revenues. Examples 
o f costs incurred are  w ages, e lectricity, travel and  rent. An exam ple o f resources consumed is deprecia tion . 
O rgan isa tions deprecia te  the cost o f an asset (such as a m otor veh icle  o r a printing machine) over the useful life o f the 
asset; that is, each yea r a percentage o f the cost of the asset becomes an expense. These assets are  help ing in 
generating revenue; therefore, a share o f the cost should be treated as an expense in each accounting period during 
w h ich  the asset helps generate revenue.

W h y  d o  w e  deprec ia te  the cost of an asset over its useful life rather than treat the cost o f 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 m any periods. 
This deprecia tion  expense is matched to the revenues earned during the period. N o te  that estimates need to be 
m ade. For exam ple, a printing m achine that cost $ 4 8 0 0 0 0  w o u ld  have annual deprecia tion  o f $ 1 2 0 0 0 0 ,  
$ 9 6 0 0 0  o r $ 8 0 0 0 0 ,  depend ing  on w hether its estimated life is four, five o r six years; that is, the judgem ent on the 
useful life o f the m achine has an im pact on p ro fit each year.

HOW'S YOUR UNDERSTANDING?

L is t th e  m a in  re v e n u e s  and  expe nses  fo r  a c o f fe e  c a r t  y o u  see on  c a m p u s  o r  in  th e  c ity .
Y o u r  an sw e rs  s h o u ld  be as fo llo w s . T h e  m a in  re v e n u e  w ill c o m e  f r o m  c o f fe e  sales. I f  all sales a re  cash sales 

i t  w o u ld  be th e  cash re c e iv e d  fo r  th e  c o ffe e s  so ld . B u t  n o te  th a t  s o m e  c u s to m e rs  m a y  have an a c c o u n t w h e re  
all c o ffe e s  so ld  to  th e m  are  re c o rd e d  and  th e n  th e y  pay  th e  w h o le  a m o u n t th e  fo llo w in g  m o n th  on  re c e ip t o f  
an in v o ic e . N o te  th a t  u n d e r  a c c ru a l a c c o u n t in g  it  is th e  d e liv e ry  o f  th e  s e rv ice  ( i.e . h a n d in g  o v e r  th e  c u p  o f  
c o f fe e )  th a t  re s u lts  in re v e n u e  b e in g  re c o g n is e d . L ike ly  expe nses  in c lu d e :
• th e  c o s t o f  c o f fe e
• th e  c o s t o f  c u p s
• w ages
• re n t  o f  space  (e .g . to  th e  u n iv e rs ity )
• d e p re c ia tio n  on  th e  c o f fe e  m a c h in e .
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Accrual accounting versus cash accounting
Before considering these com plexities, let's consider the basic differences between cash accounting and accrual
accounting.
•  Cash accounting  involves record ing revenues and expenses a t the time the cash is received o r pa id . This is 

reasonably precise, because the accountant knows w hether cash has been pa id  o r received and the exact 
am ount is easily  determ ined (from accounting books o r bank statements).

•  H ow ever, often the tim ing o f cash flo w  is in a different accounting period from the substance o f the transaction. 
Examples inc lude selling inventory on credit; w hen a contractor fixes m achinery but w ill not be pa id  until a later 
accounting period; o r the use o f machinery, w h ich  reduces its future useful life. As noted above  (but worth 
repeating), accrua l accounting incorporates these com plexities b y  record ing  revenues a n d  expenses a t the time 
they occur, not when cash is received.

To com pare  cash profit w ith  accrual profit, consider the fo llow ing :
•  A  com pany makes cred it sales o f $ 1 0 0 0 0 0  in June, w h ich  w ill be collected in July. Under an accrual system, 

$ 1 0 0 0 0 0  revenue w o u ld  be included in June, w hereas under a cash system the am ount w ou ld  be recognised in 
July.

•  A  contractor carries out repa ir w o rk  for your com pany in June for $ 2 0 0 0 0 ,  but the bill w ill not be pa id  until July. 
Under an accrual system, the expense w o u ld  be recognised in June, but under a cash system it w ou ld  not be 
recognised until July.

•  Under accrual accounting there w ill be an a lloca tion  o f the cost o f equipm ent to expenses over several accounting 
periods to recognise the consumption o f the equipm ent's future econom ic value. This is ca lled  deprecia tion . If 
some new  equipm ent cost $ 8 0 0 0 0  and has a life o f e igh t years, $ 1 0 0 0 0  deprecia tion  w o u ld  be included in 
expenses each year.

HOW'S YOUR UNDERSTANDING?

In J u n e , a c o m p a n y  m a ke s  cash sales o f  $ 1 0  0 0 0  and c re d it  sales o f  $ 2 0  0 0 0  (a ll t o  be c o lle c te d  in  Ju lyJ . It 
pays w ages o f  $ 6 0 0 0  and ow e s  $ 1 0 0 0  fo r  J u n e  e xpe nses  ( to  be  pa id in Ju lyJ .

1 W h a t  is p r o f i t  us in g  cash a c c o u n t in g ?
2  W h a t  is p r o f i t  us in g  a c c ru a l a c c o u n tin g ?

Y o u r  an sw e rs  s h o u ld  be:
1 $ 1 0  0 0 0  -  $ 6 0 0 0  = $ 4 0 0 0
2  $ 1 0  0 0 0  + $ 2 0  0 0 0  -  $ 6 0 0 0  -  $ 1 0 0 0  = $ 2 3  0 0 0 .

Using accrual accounting to prepare financia l s ta tem ents
Using the accrual accounting  app roach  in preparing  the financia l statements, attempts are m ade to:
•  inc lude all the cash receipts and payments that have a lready  happened; for exam ple, cash sale and  cash 

paym ent fo r w ages

•  incorporate  future cash receipts and payments that should be expected, based on existing transactions; fo r 
exam ple, it is necessary to inc lude the cred it sale now , a lthough the cash w ill not arrive until the next period

•  measure the value o f incom plete transactions; fo r exam ple, estimate the likely am ount o f accounts receivable that 
w ill not be collected, and treat the am ount as an expense o f this year

•  estimate figures w hen exact amounts are unknown; for exam ple, estimate the am ount o f interest due from the bank 
at year-end, even though the bank does not ad d  the interest to your account for another tw o  months -  the am ount 
is interest revenue


