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preface

This text is the sixth Australian edition of a UK book. 
It provides a broad-based introduction to accounting 
and �nance for those who wish, or need, to acquire an 
understanding of the main concepts and their practical 
application in decision-making, but who do not require in-
depth theoretical or technical detail. It is aimed primarily at 
students who are studying a single unit in accounting and 
�nance as part of a university or MBA course, including 
courses in business studies, economics, engineering and a 
range of other non-specialist accounting courses. Given the 
content and style of the text it is suitable for students studying 
at a distance, and for those who are studying independently, 
perhaps with no formal quali�cation in mind.

In writing the text we have been particularly mindful 
that most of its readers will not have studied accounting 
and �nance before. We have, therefore, tried to write in 
an accessible style, avoiding technical jargon. Throughout, 
we have tried to ensure that basic concepts are thoroughly 
explained. Underpinning the text’s coverage is an ‘open 
learning’ approach – that is to say, it involves the reader in 
a way that is not traditionally found in textbooks, delivering 
topics much as a good lecturer would do and encouraging 
readers to interact with the text. This approach distinguishes 
itself through a variety of integrated and end-of-chapter 
assessment material, which has been largely updated for 
this edition, including the following.

�  Interspersed throughout each chapter are numerous 
activities, with one for every learning objective. These 
are relatively short ‘quick �re’ questions of a type a 
lecturer might pose to students during a lecture or 
tutorial, and are intended to serve two purposes: to 
give readers the opportunity to check that they have 
understood the preceding section; and to encourage 
them to think beyond the immediate topic and make 
linkages to topics either previously covered or covered 
in the next section. An answer to each activity is 
provided at the end of the chapter, to which readers 
should refer only after they have attempted the 
activity.

�  Towards the end of chapters, but also at an 
appropriate point in some chapters, there is a self-
assessment question or questions. These are much 
more demanding and comprehensive than the 
activities, in terms both of the breadth and depth 

of the material they cover. As with the activities, it 
is important to make a thorough attempt at each 
question before referring to the solution.

�  Discussion questions occur at the end of each 
chapter. These are relatively short, typically require a 
descriptive or analytical answer, and are intended to 
enable readers to assess their recollection and critical 
evaluation of the main principles in each chapter. 
They might be used as the basis for tutorial discussion.

�  Application exercises are also positioned at the end of 
most chapters and these have been categorised as easy, 
intermediate or challenging. These are typically of a 
numerical type, and are designed to enable readers 
to further apply and consolidate their understanding 
of topics. The discussion questions and application 
exercises are generally, though not exclusively, at the 
easy end of the spectrum, in line with suggestions from 
reviewers and users.

�  A single case study can also be found at the end 
of each chapter. Some of these are simply more 
complicated problems, but in the main they are 
questions based on contemporary news media articles. 
Their aim is to get students to think in a broader 
manner than usual, and to develop a wider approach 
to dealing with issues that are real and current. 

�  This edition continues to include what we have called 
Real World examples (typically two or three per 
chapter), which aim to provide a link between theory 
and current practice. These are updated to re�ect 
what has occurred since the last edition of the book. 

�  This edition also continues with a feature introduced 
in the �fth edition. Each chapter has an Accounting 
and You section, which aims to relate the content of 
the chapter to the individual student reader. All too 
often students feel that the content is big-business 
oriented and has nothing really to do with them and 
their everyday lives. This section illustrates that what 
they are learning has real relevance to their everyday 
lives.

Throughout the text we have been conscious of the need 
to develop generic skills where possible, as well as the more 
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 XIV   PREFACE

traditional accounting skills. Generic skills targeted include, 
communication, teamwork, critical thinking, problem-
based learning, ethics, self-management, planning and 
organisation. It is impossible to do this in a single book, but 
we believe that this book should facilitate a curriculum-wide 
approach to development of these kinds of skills.

Speci�c areas to note include the following:

�  The opportunity to use the discussion questions and 
cases to develop oral and presentational skills and to 
develop teamwork.

�  The whole book is problem-based, so problem-solving 
skills should be enhanced.

�  Self-management and organisation skills development 
should be facilitated by the open learning approach 
and use of activities.

�  Reference to ethics and governance, particularly 
in Chapters 5 and 7, provide a focus for ethics and 
‘green’ issues.

�  Critical thinking is enhanced by the use of appropriate 
cases and questions, together with current Real World 
examples and the sections on Accounting and You. 
By way of illustration, Chapters 5 and 7, in particular, 
raise major issues relating to governance  and 
sustainability that need to be approached critically.

It is perhaps worth noting that all three authors are 
quali�ed accountants. However, their career paths and 
interests are rather different. The main areas of interest 
include �nancial accounting, management accounting, 
�nance and corporate strategy. Speci�c areas of expertise 
include behavioural aspects of accounting, and the links 
between �nance theory and corporate strategy. All have 
experience of curriculum development ranging from 
thorough to comprehensive. One has extensive experience 
internationally. The net result is a writing team of 
considerable diversity of experience which is aware of the 
need to try to balance the accounting skills requirement 
with the need to develop more broadly based skills.

Coverage and structure
Although the topics included are, to some extent, relatively 
conventional, the coverage and treatment of material is 

designed to meet the needs of non-specialists; therefore, 
the emphasis is on the application and interpretation of 
information for decision-making, and the underlying 
concepts, rather than on the collection of data and the 
preparation of statements and reports.

In making changes we have incorporated many of the 
suggestions made by reviewers. Generally the sixth edition 
is not quite as detailed as the �fth edition, re�ecting a 
clearer focus on the non-specialist market. Three chapters 
have been deleted (forecast �nancial statements, share and 
business valuations and the chapter on trends and issues in 
accounting) although the most critical areas of these old 
chapters have been incorporated in the remaining chapters 
in recognition that they are now mainstream. Corporate 
governance is now covered in reasonable detail in Chapter 5  
and corporate social responsibility and sustainability 
accounting is in Chapter 7. Chapter 6 includes some 
reference to the use of the main �nancial statements for 
planning and budgeting.

Having said this the main structural differences between 
the �fth and sixth editions are to be found in the �rst �ve 
chapters. The more we examined the order and level of 
content the more we realised that as business and accounting 
become more complicated so it was becoming more dif�cult 
to cover these issues in a reasonably straightforward way, 
using the structure of earlier editions. So in the sixth edition 
we have introduced (in Chapters 2 and 3) two of the major 
accounting statements in the context of relatively simple 
business organisations, mainly sole proprietorships and 
partnerships, or very simple companies. This has enabled us 
to cover the basic accounting statements without adding the 
complications of a complex corporate regulatory framework. 
Once the underlying principles and nature of the statement 
of �nancial position (the balance sheet) and the statement 
of �nancial performance (the income statement) have been 
understood, we can then complicate it by adding (Chapters 
4 and 5) companies and their regulatory framework. The 
�rst �ve chapters seem to us to be more bite sized than  
the old chapters in the �fth edition.

We have ordered the chapters and their component 
topics to re�ect what we consider to be a logical sequence. 
For this reason, we advise readers to work through the text 
in the order presented, particularly since we have been 
careful to ensure that earlier chapters do not refer to 
concepts or terms that are not covered until a later chapter.
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 PREFACE   XV

Chapters 1-8 can be said to be broadly �nancial 
accounting oriented, Chapters 9-11 focus on what are clearly 
management accounting areas, and Chapters 12-14 focus 
on what is generally regarded as �nancial management. 
Having said this, much of the �rst eight chapters underpin 
the later chapters and students should not get too hung up 
on which area is which.

Chapter 1 provides a general introduction to the scope, 
purpose and interrelationships of the text’s core coverage 
– �nancial accounting, management accounting and 
�nancial management – together with a brief overview of 
the main �nancial statements. It also examines user groups 
and their needs, introduces the main types of business 
organisation, together with the way in which a business 
is typically organised and managed and identi�es ways in 
which business and accounting have been changing over 
time.

Chapter 2 explains the nature and purpose of the 
statement of �nancial position. This is done in the context 
of relatively simple organisations, so as to not unnecessarily 
complicate things. The method in which the statement is 
built up, and its typical format, are both covered, followed 
by the main factors that in�uence the content and values 
in the statement. Finally the main uses and limitations of 
the statement are examined. Chapter 3 explains the nature 
and purpose of a statement of �nancial performance, 
usually referred to as an income statement. The way in 
which the statement is built up, and the way in which it 
is typically presented are covered comprehensively, for 
relatively simple organisations. 

Chapter 4 introduces limited companies in some detail, 
including the main �nancial statements. Chapter 5 explains 
the importance of company law, accounting standards, the 
stock exchange and the importance of good corporate 
governance. Corporate governance remains an ongoing 
issue for many businesses. The chapter then identi�es the 

main requirements relating to the published annual report 
and explains the concept of a group of companies and the 
need for a set of consolidated accounts. 

Chapter 6 focuses on the statement of cash �ows and 
the importance of cash to any business. It also introduces 
the idea of using the �nancial statements framework for 
planning and budgeting purposes

Chapter 7 introduces the areas of corporate social 
responsibility together with social and environmental 
accounting and also explains the current state of 
development of sustainability reporting and integrated 
reporting. Further work on these areas is likely to be 
needed over the foreseeable future as the world faces 
continued issues including climate change, a range of other 
environmental issues, peak oil, world poverty, child labour 
abuse, and human rights and responsibilities generally.

Chapter 8 deals with the analysis and interpretation of 
the main �nancial statements. 

Our formal coverage of management accounting begins 
in Chapter 9 with a discussion of the interrelationships 
between costs, volume and pro�t in decision-making. 
Chapter 10 covers full costing and activity-based costing. 
Chapter 11 focuses on short-term planning and control 
and deals with various aspects of budgeting. 

Chapter 12 is the �rst chapter that relates to what is 
generally termed �nancial management. It deals with 
capital budgeting, the decision to invest in medium- and 
long-term assets, and considers how businesses appraise 
such projects. Chapter 13 deals with the management of 
short-term assets and liabilities. Chapter 14 covers the main 
sources of �nance available to a business in making an 
investment.

Peter Atrill
Eddie McLaney
David Harvey
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for students:
how do I use this book?

Learning objectives
These are listed at the beginning of each chapter and 
explain the key concepts that you should understand 
after studying the chapter. They are restated in the 
chapter, so you know where these objectives are 
covered. End-of-chapter questions are also keyed to 
the objectives.

Key term definitions
To help you understand key accounting terminology 

and concepts, definitions are presented in the 
margin. All these terms are also in the glossary at the 

end of the book for easy reference.

Accounting and You boxes
This feature appears in each chapter to help you 
see the relevance of accounting concepts to your 
everyday life.

In-chapter activities
These are designed to test your comprehension of 

the material you have just read, as well as to make 
links to topics already covered or still to be covered. 
Answers to the activities are provided at the end of 

each chapter.

Real World examples
Integrated throughout the text, these illustrative 
examples highlight the practical application 
of accounting concepts and techniques by real 
businesses, including extracts from published 
financial reports, articles from the media, survey data 
and other interesting insights from business.

People need economic information to help them make decisions and judgements about businesses. 
Whether we are talking about a business manager making decisions about the most appropriate level 
of production, a bank manager responding to a request from the business for a bank loan, or trade 
unionists deciding how much pay increase to seek for their members, accounting information should 
help them with their decision.

In this opening chapter we begin by considering the roles of accounting. As we shall see, accounting can 
be a valuable tool in the decision-making, planning and control process. We shall identify those people 
who are the main users of accounting and fi nancial information, and discuss the ways in which this 
information can improve the quality of decisions that they make. In subsequent chapters, we develop 
this decision-making theme by considering in some detail the kinds of fi nancial reports and methods 
used to aid decision-making.

Since this book is mainly concerned with accounting and fi nancial decision-making for private-sector 
businesses, we shall devote some time to examining the business environment. We shall, therefore, 
consider the key fi nancial purpose of a private-sector business, the main forms of business enterprise 
and the ways in which a business may be structured, organised and managed. These are all important 
as they help to shape the kind of accounting and fi nancial information that is produced.

L E A R N I N G  O B J E C T I V E S

When you have completed your study of this chapter you should be able to:

1 Explain the nature and role of accounting

2 List the main groups that use the accounting reports of a business 
entity, and summarise the different uses that can be made of accounting 
information

3 Compare and contrast fi nancial and management accounting

4 Identify the main purpose of a business (while recognising a range of 
other infl uences), and explain the traditional risk–return relationship

5 Provide an overview of the main fi nancial reports

6 Outline the main types of business ownership, describe the way in 
which a business is typically organised and managed, and explain the 
importance of accounting in a business context

7 Identify ways in which business and accounting have been changing, 
together with some current issues confronting businesses and their 
associated reporting

8 Explain why accounting information is generally considered to be useful, 
and why you need to know the basics of accounting.

Introduction to accounting

CHAPTER 1

1

   CHAPTER 1 INTRODUCTION TO ACCOUNTING   3

Explain the nature and role of accounting

Nature and role of accounting
Accounting is concerned with the collection, analysis and communication of economic 
information. Such information can be used as a tool of decision-making, planning and control. 
This is to say that accounting information is useful to those who need to make decisions and 
plans about businesses, and for those who need to control those businesses.

Examples of the kind of decisions for which the managers of businesses may need accounting 
information include the following:
• decisions to develop or terminate new products or services
• decisions to change the price or quantity of existing products
• decisions to borrow money to help �nance the business
• decisions relating to the scale of the business, and
• decisions to change the methods of purchasing, production or distribution.

You might spend a few moments re� ecting on the implications of some of these. Some decisions 
have far-reaching consequences; for example, moves to take activities offshore have the potential 
to impact substantially on the business, its workforce, and the local and regional communities.

Although managers working in a particular business are likely to be signi� cant users of 
accounting information, they are by no means the only people who are likely to use accounting 
information about that particular business. People outside the business (whom we shall identify 
later) may need information to help make decisions such as whether to invest in the business—
as owner or lender—whether to grant credit for goods provided, or whether to enter into a 
major contract with the particular business.

It is generally recognised that accounting ful� ls two distinct roles: a ‘stewardship’ role and a 
‘decision-usefulness’ role. Traditionally, accounting focused more on providing a stewardship, 
or accountability, report on the status of transactions for the period; that is, what was the position 
at the beginning of the period, what happened during the period, and what the position was at 
the end of the period. More recently, accounting has been seen as a way of assisting a wide range 
of users to make informed choices about the allocation of scarce resources. Sometimes, the 
impression is given that the purpose of accounting is simply to prepare � nancial reports on a 
regular basis. While it is true that accountants do this kind of work, it does not represent an end 
in itself. The ultimate purpose of accountants’ work is to discharge the accountability function 
of management and to in� uence the decisions of those who use the information produced. 
This decision-making perspective of accounting is central to the theme of this book and shapes 
the way we deal with each topic.

Accounting as a service function
Accounting can be seen as a form of service. Accountants provide � nancial information to 
their ‘clients’. These clients are the various users identi� ed in the next main section of the 
chapter. The quality of the service provided will be determined by the extent to which it meets 
the information needs of the various user groups. To be useful to users, the information must 
possess certain qualities. In particular, it must be relevant and it must faithfully represent what it 
is supposed to represent. These two qualities, which are regarded as fundamental qualities, are:
• Relevance. Accounting information must be able to in� uence decisions—otherwise, there 

really is no point in producing it. To do this, it must be relevant to the prediction of future events 
(such as estimating next year’s pro�t) or to the con�rmation of past events (such as establishing 
last year’s pro�t), or to both. By con� rming past events, users can check on the accuracy 
of their earlier predictions. This can, in turn, help them to improve the ways in which they 
make predictions in the future. 

To be relevant, accounting information must cross a threshold of materiality. A key 
question to be asked is whether its omission or misrepresentation would alter the decisions 
that users make. If the answer is no, the information is not material. This means that it 

accounting
The process of 
identifying, measuring 
and communicating 
information to permit 
informed judgements 
and decisions by users 
of the information.

fundamental 
qualities
These are the two most 
important qualities 
which underline 
the preparation of 
accounting reports; 
namely, relevance and 
faithful representation.

relevance
A quality that states 
that, in order to be 
relevant, accounting 
information must 
be able to infl uence 
decisions.

materiality
Something which has 
the potential to alter 
the decisions that users 
make.
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Making decisions
So how do you make decisions?
• What kind of decisions do you need to make?
• How important is economic information in your decision-making?
• How do you deal with numbers and quantitative information?
• Are you comfortable with these areas, or are there areas with which you are uncomfortable?

Let us consider the kind of decisions that are commonly made at some stage of our lives.
• Keeping expenditure in line with income—something just about every student will wrestle 

with.
• Buying new things—these might include buying simple things like a new mobile phone, or a 

new vehicle, whether an old banger or a new BMW, or a really major decision, such as buying 
a home.

• Starting a new business venture, either on your own or in collaboration with others.
• Investing for the future in shares or government bonds.

All of these decisions will require you to collect information, much of which can be classifi ed as 
economic. Economic information is largely quantitative. The typical economic decision involves 
choosing the best outcome for you, given that your resources are scarce.

None of what has been said to date should imply that decisions are made solely on economic 
lines. Many decisions are based on things such as personal preference, family considerations, 
a sense of duty or aesthetics, with a few people even using the stars to assist! However, many 
decisions have a clear economic orientation, and accounting can help with these decisions.

So what information do you need to keep your expenditure in line with income? You will 
probably need a clear understanding of your income, its amount and nature. You will also need 
to have a clear understanding of your spending patterns, and you will almost certainly need to 
differentiate between ongoing regular expenditure and one-off expenditure.

Decisions to buy new things may be relatively easy, such as buying a new phone, which may 
well be bought out of normal spending. Decisions about major assets, such as the purchase of 
a home, will require much more careful information gathering and analysis. This analysis will 
probably include ideas around how the asset will be funded.

Decisions regarding potential business ventures also require substantial data collection and 
analysis. Your future lifestyle is likely to be substantially infl uenced by the success or failure 
of a venture of this type. The analysis will need to contain information about markets and 
competition, as well as specifi cs regarding the particular business.

Decisions regarding the possible purchase of new shares or bonds will require the collection 
of relevant data. In the case of shares, this will probably mean detailed information about the 
past performance of the company and estimates of its future prospects.

Clearly, any decision that has an economic element will require substantial economic 
information. Basically, the role of the accounting system is to provide much of that information. 
The system cannot and does not attempt to cover all economic input, but essentially focuses 
on the collection, recording and reporting of key economic data as they relate to a particular 
individual or entity. Just what information is covered is the subject of this book.

You may not be comfortable with numbers and quantifi ed information. However, it is diffi cult 
for an entity to be successful without having someone who does have a facility with information 
of this type. So good luck with your studies.

Accounting and You
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should not be separately included within accounting reports, as it will merely clutter them 
up and, perhaps, interfere with the users’ ability to interpret them. All � gures need to be 
included in the accounts: the question is whether a particular � gure needs to be separately 
identi� ed or whether it can be included elsewhere, under a more general heading. The 
threshold of materiality will vary from one business to the next. To identify the threshold, the 
nature of the information and the amounts involved must be considered within the context 
of the accounting reports of the particular business.

• Faithful representation. Accounting information should represent what it is supposed to 
represent. This means that it should be complete, by providing all of the information needed 
to understand what is being portrayed. It should also be neutral, which means that it should 
be presented and selected without bias. Finally, it should be free from error. This is not the 
same as saying that it must always be perfectly accurate; this is not really possible. Estimates 
may have to be made which eventually turn out to be inaccurate. It does mean, however, 
that there should be no errors in the way in which these estimates have been prepared 
and described. In practice, a piece of information may not perfectly represent these three 
aspects of faithful representation. It should try to do so, however, insofar as possible.

Note that accounting information must satisfy both fundamental qualities of relevance and 
reliability if it is to be useful. There is little point in producing information that is relevant, but 
which lacks faithful representation, or producing information that is irrelevant, but which is 
faithfully represented.

Further qualities
Where accounting information is both relevant and faithfully represented, there are other 
qualities that, if present, can enhance its usefulness. These are comparability, veri� ability, 
timeliness and understandability. Each of these qualities is now considered.
• Comparability. This quality helps users to identify similarities and differences between items 

of information. It may help them, for example, to identify changes in the business over time 
(such as the trend in sales revenue over the past �ve years). It may also help them to evaluate 
the performance of the business in relation to similar businesses. Comparability is enhanced 
by treating items that are basically the same in the same manner for accounting purposes. 
It is also enhanced by making clear the policies that have been adopted in measuring and 
presenting the information.

• Verifi ability. This quality provides assurance to users that the accounting information 
provided faithfully represents what it is supposed to represent. Accounting information is 
veri� able where different, independent experts would be able to reach a consensus that it 
provides a faithful portrayal. Veri� able information tends to be supported by evidence. 

• Timeliness. Accounting information should be produced in time for users to make their 
decisions. A lack of timeliness will undermine the usefulness of the information. Normally, 
the later accounting information is produced, the less useful it becomes.

• Understandability. Accounting information should be set out as clearly and concisely as 
possible. It should also be able to be understood by those at whom the information is aimed.

Activity 1.1
Do you think that accounting reports should be understandable to those who have not 

studied accounting?

Despite the answer to Activity 1.1, the onus is clearly on accountants to provide information in 
a way that makes it as understandable as possible for non-accountants.

It is worth emphasising that the four further qualities just discussed cannot make accounting 
information useful. They can only enhance the usefulness of information that is already relevant 
and faithfully represented. It is also worth noting that the qualitative characteristics may con� ict.

faithful 
representation
A quality that says that 
accounting information 
should represent 
what it is supposed to 
represent—it should be 
complete, neutral, and 
free from error.

comparability
A quality which 
helps users identify 
similarities and 
differences between 
items of information.

verifiability
Something that can be 
checked and verifi ed.

timeliness
Being available early 
enough to be of use to 
users.

understandability
Clearly set out 
to facilitate 
understanding.

1

   CHAPTER 1 INTRODUCTION TO ACCOUNTING   25

which can be used as ‘benchmarks’ by which to gauge competitiveness, is gathered and 
reported.

To compete successfully, businesses must also �nd ways of managing costs. The cost base of 
modern businesses is under continual review, and this in turn has led to the development 
of more sophisticated methods of measuring and controlling costs. 

Explain why accounting information is generally considered to be useful, and why you 

need to know the basics of accounting

How useful is accounting information?
No one would seriously claim that accounting information fully meets all of the needs of each 
of the various user groups. Accounting is still a developing subject, and we still have much 
to learn about user needs and the ways in which these needs should be met. Nevertheless, 
the information contained in accounting reports should help users make decisions relating 
to the business. The information should reduce uncertainty about the �nancial position and 
performance of the business. It should help to answer questions concerning the availability of 
funds to pay owners a return, to repay loans, to reward employees and so on.

While we cannot be sure just how useful accounting information actually is to users, there 
is little doubt that accounting is perceived as being useful. Several studies have attempted to 
rank the importance of accounting information in relation to other sources of information. 
Generally these studies have found that accounting information is ranked more highly than 
other sources of information. The impact on share prices of accounting information is one 
area where some clear evidence can be seen to support these views. Real World 1.2 provides 
some examples of the impact on share prices of announcements regarding current or 
anticipated pro� ts.

LO8

Apple recorded a fl at profi t in the 4th quarter of 2012. Profi ts 
in the latter half of 2012 represented a substantial reduction 
in the growth rate of the business. The share price had fallen 
from more than $US700 in September to $US514 before the 
announcement. In after-hours trading following the result, 
the shares plunged 9.7% to $US464.09.

Source: Ian Sherr, ‘Investors slice billions off Apple as profi t fl attens’, 

The Australian, 25 January 2013.

QBE’s share price dropped by 22% after warning that its 
performance would result in the group’s fi rst annual loss in 
12 years.

Source: Michael Bennet, ‘QBE tumbles after another downgrade’, The 

Australian, 10 December 2013.

REAL WORLD 1 .2

Impact of fi nancial results on share price

Typically, there is no close substitute for the information provided by the �nancial statements. 
Thus, if users cannot glean the required information from the �nancial statements, it is often 
unavailable to them. Other sources of information concerning the �nancial health of a business 
are normally much less useful.

Activity 1.8
What other sources of information might, say, an investment analyst use in an attempt to 
gain an impression of the fi nancial position and performance of a business? What kind of 
information might be gleaned from these sources? 
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In-chapter self-assessment questions
More demanding and comprehensive than the 

activities, these challenge you to put into practice your 
understanding of key concepts. The self-assessment 

question solutions are available on MyAccountingLab 
and www.pearson.com.au/9781486008797.

Solutions to activities
These allow you to check your answers to the in-
chapter activities.

Summary
At the end of every chapter, the summary correlates 
learning objectives with the method used to achieve 

them. Use this as a great revision tool.

End-of-chapter questions and problems
These help reinforce your understanding of 
chapter content. All questions are keyed to their 
corresponding learning objectives so you can pick 
and choose the areas you want to work on. The 
questions are divided into level of difficulty—easy, 
intermediate and challenging. They include:
• discussion questions to help you assess your recall 

of the main principles covered in each chapter
• application exercises to help you apply and 

consolidate your understanding of accounting in 
practice.

Case studies
These give you real-world examples of accounting in 
practice and encourage you to think critically about 

accounting issues and controversies.

Glossary
This quick reference guide at the end of the book 
helps jog your memory for all those important 
accounting terms and concepts.
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SELF-ASSESSMENT QUESTION 2.2

Provide a report based on your evaluation of the following three statements of 	 nancial position in terms of:

(a) liquidity

(b) ability to meet 	 nancial obligations

(c) asset mix.

A $’000 B $’000 C $’000

Current assets 500 300 700

Non-current assets 500 700 300

Total assets 1,000 1,000 1,000

Current liabilities 300 100 100

Non-current liabilities 200 200 600

Total liabilities 500 300 700

Owners’ contributions 400 100 200

Reserves 100 600 100

Total owners’ equity 500 700 300

Identify the main defi ciencies or limitations in the statement of fi nancial position

Statement of fi nancial position defi ciencies

Activity 2.7
The statement of fi nancial position has been likened to a fi nancial photograph or snapshot 
of a business at a point in time. If you think about the problems you have had with 
particular photos you have taken, these will provide some useful insights into potential 
defi ciencies in statements of fi nancial position. For example, when looking at a group 
photograph you have taken, you may have noted that:

• someone has been left out
• another person is obscured by an intervening object
• there is a person in the photo who was not part of your group
• another person moved and their image is blurred
• the picture is skewed to one side, or
• there is a problem with some of the group being in the light and others in the shade.

How can these problems with taking a group photograph relate to the possible defi ciencies 
of a statement of fi nancial position in presenting the fi nancial position at a point in time? 

Thinking along these lines enables us to identify some of the de� ciencies or limitations that a 
statement of � nancial position has in presenting the � nancial position of an entity at a point 
in time. The statement of � nancial position represents the end product of the interpretation 
and application, by management, accountants and auditors, of the statutory and professional 
rules and principles of accounting and � nancial reporting. In interpreting and applying this 
body of knowledge, at least two situations may cause de� ciencies in individual statements of the 
� nancial position of a given entity at a point in time.

LO7
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SOLUTIONS TO ACTIVITIES
ACTIVITY 2.1

Your answer should be along the following lines:

1 Under normal circumstances, a business would expect a customer to pay the amount owed. Such an 
amount is, therefore, typically shown as an asset under the heading ‘debtors’, also referred to as 
‘accounts receivable’ or simply ‘receivables’. However, in this particular case the customer is unable to 
pay. Hence, the item cannot provide future benefi ts and the $1,000 owing would not be regarded as 
an asset. Debts that are not paid are referred to as ‘bad debts’.

2 The purchase of the licence would meet all of the conditions set out in the chapter, and would, 
therefore, be regarded as an asset.

3 The hiring of a new marketing director would not be considered as the acquisition of an asset. One 
argument against its classifi cation as an asset is that the organisation does not have exclusive rights 
of control over the director. Nevertheless, it may have an exclusive right to the services that the 
director provides. Perhaps a stronger argument is that the value of the director cannot be measured 
in monetary terms with any degree of reliability.

4 The machine would be considered an asset even though it is not yet paid for. Once the organisation 
has agreed to purchase it and has accepted it, the machine is legally owned by the organisation even 
though payment is still outstanding. (The amount outstanding would be shown as a claim.)

5 This would appear as a liability known as ‘accounts payable’. Goods have been received but not paid 
for, so the amount as yet unpaid will appear as a liability.

6 The advance payments relating to subscriptions will be shown as a liability until such time as the 
magazines have been delivered and the contract completed.

7 A guarantee does not constitute a liability. It will only become a liability should the manager default. 

8 This is more problematic, but it would probably be included as a liability if the business recognised that 
there was a high probability that the legal action would succeed and that the estimated fi gure was 
seen as a reasonable estimate.

ACTIVITY 2.2

The statement of fi nancial position as at 4 March, following the repayment of part of the loan, will be as 
follows:

JERRY AND CO.

Statement of fi nancial position as at 4 March

Assets $ Claims $

Cash at bank 13,000 Owners’ equity 6,000

Motor vehicle 5,000 Liabilities—loan 12,000

Inventory   3,000 Liabilities—accounts payable   3,000

Total assets 21,000 Total liabilities and owners’ equity 21,000

The repayment of $2,000 of the loan will result in a decrease in the balance at the bank of $2,000 and a 
decrease in the loan claim against the business by the same amount.
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SUMMARY
In this chapter we have achieved the following objectives in the way shown.

OBJECTIVE METHOD ACHIEVED

Explain the nature and purpose of 
the statement of fi nancial position 
and its component parts

• Identifi ed the purpose as being to set out the fi nancial position of a 
business at a particular point of time

• Explained that the statement included assets and claims, which 
consisted of external liabilities and owners’ equity

• Identifi ed and analysed the nature of assets 
• Identifi ed and analysed the nature of liabilities
• Identifi ed and analysed the nature of owners’ equity 
• Used the accounting equation to illustrate the build-up of a statement 

of fi nancial position, covering a range of transactions including trading 
transactions

Explain the accounting equation, 
and use it to build up a statement 
of fi nancial position at the end of 
a period

• Explained the accounting equation
• Illustrated by use of a practical example
• Worked through an additional activity to enable us to prepare a 

statement of fi nancial position after a series of transactions

Classify assets and claims • Identifi ed the most common classifi cation of assets being based on the 
timing of receipts of benefi ts of ownership (e.g. current, non-current)

• Identifi ed the current /non-current classifi cation as being appropriate 
for liabilities

• Explained the difference between the various components of equity

Apply the different possible 
formats for the statement of 
fi nancial position

• Illustrated the main format of the statement of fi nancial position
• Examined the following formats:

• horizontal (T account)
• vertical (narrative)

• Differentiated between the entity approach and the proprietary 
approach

• Identifi ed the basic equation as:
• proprietary: OE = A – L
• entity:        A = L + OE

Identify the main factors that 
infl uence the content and values 
in a statement of fi nancial position

Identifi ed and analysed the following factors:
• conventional accounting practice 
• business entity
• historic cost
• prudence
• going concern
• dual aspect
• money measurement, including consideration of goodwill and brands 

and human resources
• stable monetary unit
• valuation of assets
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2

Identify the main ways in which 
the statement of fi nancial 
position can be useful for users of 
accounting information

Identifi ed the ways in which the statement of fi nancial position can 
provide useful insights into:
• how the business is fi nanced and how funds are deployed
• the liquidity (ability to meet short-term obligations) of the business
• the value of the business
• the relationship between assets and claims
• the asset mix (productive or unproductive) of the business
• business performance

Identify the main defi ciencies or 
limitations in the statement of 
fi nancial position

Explained that the defi ciencies of the statement of fi nancial position in 
portraying fi nancial position largely relate to:
• instability of the monetary unit
• confl icts between relevance and reliability
• limitations related to transaction recognition
• the range of alternative asset and liability fi nancial measures

DISCUSSION QUESTIONS
EASY

2.1 LO1 What are the main characteristics of assets from an accounting perspective? Is this 
consistent with a non-accounting defi nition?

2.2  LO1 What are the main characteristics of liabilities from an accounting perspective? Is this 
consistent with a non-accounting defi nition?

2.3 LO3 Provide three examples for (a) current assets, (b) non-current assets, (c) current 
liabilities and (d) non-current liabilities.  

2.4 LO5/6 What is the primary measure used for asset valuation on the statement of fi nancial 
position?  What is the source of this measure and justifi cation for its use?

2.5 LO3 What sort of account is ‘retained earnings’?

2.6 LO3 What sort of items would be included in the intangible asset category?

INTERMEDIATE

2.7 LO1 What are the main characteristics of equity from an accounting perspective? Is this 
consistent with a non-accounting defi nition?

2.8 LO1/7 Provide examples of valuable resources of a business that will not be included as assets 
on the statement of fi nancial position. Why does this occur?

2.9 LO3 Describe the basis used to determine whether an asset is classifi ed as current or non-
current. Is the same basis used for the classifi cation of liabilities?

2.10 LO5 Describe the two general types of claims against business assets. Provide examples of each.

2.11 LO 6 What other fi nancial measures besides historical cost might be used for asset valuation? 

2.12 LO5–7 Provide two exceptions to the usual method of asset valuation on the statement of 
fi nancial position. What is the justifi cation for these exceptions?

2.13 LO5 What is the primary measure used for liability valuation on the statement of fi nancial 
position? Why is liability valuation not normally an issue? 
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Usefulness of the statement of fi nancial position
If you were to do an internet search on ‘balance sheet uses’, you would get a series of hits ranging from 
Wikipedia through a number of commercial and academic sites. Undertake a search of this type and 
summarise your fi ndings. 

Your summary should include, but not necessarily be confi ned to, the following:

1 The balance sheet/statement of fi nancial position provides a summary of the assets and liabilities 
controlled by the business.

2 It provides a snapshot of the assets and liabilities at a particular moment in time.

3 These assets and liabilities are broken down under appropriate categories.

4 It shows how the business is funded.

5 The amount of the owners’ equity can be clearly seen.

6 Equity can be broken down into contributed capital and other retentions.

7 The level of debt, and the type of debt, can be clearly seen.

8 Liquidity can be ascertained.

9 The balance sheet follows a fairly standard form.

Questions

 1 Do you agree that the statement of fi nancial position provides a summary of the assets and liabilities 
of the business? What kind of omissions can you think of? What limitations does the statement have?

 2 How useful is this summary in terms of making economic decisions? 

 3 The snapshot analogy is a good one, but what are the limitations of an approach of this type?

 4 How does the statement of fi nancial position help in assessing the fi nancial health of a business? 

 5 Can you think of any reasons why the fi gure shown under equity in a statement of fi nancial position 
could be misleading?

 6 What do you think about the use of debt in a business? Why and when might the use of debt be 
appropriate?  

 7 Why might the absence of debt in a business be seen as displaying a sound fi nancial approach?  

 8 What do you think were the main issues arising from the global fi nancial crisis and how are they 
likely to have impacted on the levels of debt deemed to be acceptable or appropriate?

 9 How important might fi nancial fl exibility be to a business?

10 Explain the terms ‘current’ and ‘non-current’. Why do you think current and non-current items are 
separately classifi ed? How might this distinction help you in assessing the appropriateness of funding 
the assets? 

11 What can you learn from the statement of fi nancial position about liquidity within the business? 
How might you decide what level of liquidity is appropriate?

12 How does the statement of fi nancial position help in assessing the risk inherent in the business?

CHAPTER 2 CASE STUDY

glossary

A
ABC system of inventories control A method of applying different 

levels of inventories control, based on the value of each category of 
inventories.

Absorption costing A method of costing in which a ‘fair share’ 
of manufacturing/service provision overhead is included when 
calculating the cost of a particular product or service.

Accelerated depreciation An approach to the calculation of 
depreciation expense which results in depreciation expenses 
being higher in the early years of an asset’s life than in later 
years.

Accelerated rights issue Rights issues of this type are structured in 
two phases, with an initial (accelerated) issue to institutional 
investors (who will pay quickly), followed by a (non-accelerated) 
issue to the retail (non-institutional) component of the 
shareholders.

Accounting The process of identifying, measuring and communicating 
information to permit informed judgements and decisions by users 
of the information.

Accounting rate of return (ARR) The average accounting profit from 
an investment, expressed as a percentage of the average investment 
made.

Accounting standards Rules established by the professional or statutory 
accounting bodies, which should be followed by preparers of the 
annual accounts of companies.

Accruals convention A convention which asserts that profit is the 
excess of revenue over expenses for a period, not the excess of cash 
received over cash paid.

Accruals accounting The system of accounting that adheres to the 
accruals convention. This system is followed in preparing the 
statement of financial position and the income statement.

Accrued expenses Expenses which are outstanding at the end of the 
accounting period.

Acid test ratio A liquidity ratio that relates the liquid assets (usually 
defined as current assets less inventories and prepayments) to the 
current liabilities.

Activity-based costing (ABC) A technique for more accurately relating 
overheads to specific production or provision of a service. It is based 
on acceptance of the fact that overheads do not just occur: they are 
caused by activities, such as holding products in stores, which ‘drive’ 
the costs.

Adverse variance A difference between planned and actual 
performance, where the difference will cause the actual profit to be 
lower than the budgeted one.

Ageing schedule of accounts receivable A report dividing accounts 
receivable into categories, depending on the length of time 
outstanding.

Amortisation The writing-down of an asset—usually an intangible 
asset—as its benefit is used up. The equivalent of depreciation for 
a non-current asset.

Asset A resource held by a business which has certain characteristics.
Associate company A company which is partly owned by another 

company, such that the ownership does not give the investor 
company control, but does give it the opportunity to exert 
considerable influence. Typically, the ownership is between 20% 
and 50%.

Audit A process in which a range of activities are checked to ensure 
that the activities have been completed in accordance with a set of 
rules or guidelines.

Auditors Professionals whose main duty is to make a report as to 
whether, in their opinion, the accounting statements of a company 
do what they are supposed to do; namely, to show a true and 
fair view, and comply with statutory and accounting standard 
requirements.

Australian Accounting Standards Board (AASB) Australian body 
responsible for developing accounting standards for application to 
Australian entities.

Australian Securities and Investments Commission (ASIC) The 
government body responsible for regulating companies, company 
borrowings, and investment advisers and dealers.

Average inventories turnover period ratio An efficiency ratio that 
measures the average period for which inventories are held by a 
business.

Average settlement period for accounts payable ratio An efficiency 
ratio that measures the average time taken for a business to pay its 
trade payables.

Average settlement period for accounts receivable ratio An 
efficiency ratio that measures the average time taken for trade 
receivables to pay the amounts owing.

B
Bad debts Amounts owed to the business that are considered to be 

irrecoverable.
Balance sheet A statement that shows the assets of a business and the 

claims on the business. Assets must always equal claims. Claims will 
relate to external liabilities and owner’s claims (known as equity).

Balanced scorecard Both a management system and a system for 
measuring and reporting performance, which includes information 
relating to financial aspects of the business, business processes, 
customers, and learning and growth, thus giving a more 
comprehensive (and strategic) view of the business.

Bank overdraft A flexible form of borrowing that allows an individual 
or business to have a negative current account balance.

Batch costing A technique for identifying full cost, where the 
production of many types of goods and services, particularly goods, 
involves producing a batch of identical or nearly identical units 
of output, but where each batch is distinctly different from other 
batches.

Board of directors The team of people chosen by the shareholders to 
manage a company on their behalf.
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resources for students  
and educators

MyAccountingLab for Atrill/McLaney/Harvey 
Accounting: An Introduction, 6th edition

A guided tour for students and educators

Auto-generated tests  
and assignments  
Each MyLab comes 
with pre-loaded 
assignments, 
all of which are 
automatically 
graded and include 
selected end-of-
chapter questions and 
problems from the 
textbook. 

Unlimited practice  
Many Study Plan and 
Instructor-assigned 
exercises contain 
algorithms to ensure 
students get as much 
practice as they need. 
As students work 
through Study Plan or 
Homework exercises, 
instant feedback and 
tutorial resources 
guide them towards 
understanding.
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 RESOURCES FOR STUDENTS AND EDUCATORS   XXI

MyAccountingLab www.pearson.com.au/atrill6

Learning resources  
To further reinforce 
understanding, Study 
Plan and Homework 
problems link to 
additional learning 
resources.
•  Step-by-step guided 

solutions
• Graphing tool
•  eText linked to 

sections for all Study 
Plan questions.

Study plan  
A Study Plan is 
generated from each 
student’s results on 
quizzes and tests. 
Students can clearly see 
which topics they have 
mastered and, more 
importantly, which they 
need to work on.
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 XXII   RESOURCES FOR STUDENTS AND EDUCATORS

Students
These additional resources are available on MyAccountingLab:

�  Workbook: Use this as an excellent revision and study tool designed to match the 
structure and content of the textbook. This workbook gives you a wide variety of 
questions (e.g. multiple choice, true/false, matching, �ll in the blanks, classi�cation 
and practical questions), as well as a list of the textbook’s chapter objectives and a 
chapter overview. Solutions to all the question material are provided at the end of 
each chapter.

�  Solutions to the self-assessment questions (also available on www.pearson.com.au/ 
9781486008797). 

Educators
A full suite of additional materials is provided with this textbook. The Educator Resources 
contain a variety of useful features including:

�  A Test Bank of questions for each chapter containing a range of multiple choice 
and essay-type questions featuring problems of varying complexity and structured by 
Learning Objective for the educator’s convenience. The Test Bank has been tagged by 
AACSB standards as well as by dif�culty level.

The Test Bank is now also available in Word as well as Pearson’s Testgen which 
allows the creation of customised exams in minutes.

�  Solutions Manual: Fully revised and updated by the author team to include answers 
to all the questions contained in the text. For each chapter it provides the learning 
objectives, solutions to all end-of-chapter discussion questions and case studies, 
together with suggested answers for the application exercises.

Both the Test Bank and Solutions Manual have been technically edited by leading 
subject matter experts to ensure the highest accuracy and quality standards are met. 

�  Digital Image PowerPoint® Slides: The images, �gures and tables from the text 
are provided within the new edition’s branded PowerPoint® template enabling the 
personalisation of the lecturer’s presentation.
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People need economic information to help them make decisions and judgements about businesses. 
Whether we are talking about a business manager making decisions about the most appropriate level 
of production, a bank manager responding to a request from the business for a bank loan, or trade 
unionists deciding how much pay increase to seek for their members, accounting information should 
help them with their decision.

In this opening chapter we begin by considering the roles of accounting. As we shall see, accounting can 
be a valuable tool in the decision-making, planning and control process. We shall identify those people 
who are the main users of accounting and financial information, and discuss the ways in which this 
information can improve the quality of decisions that they make. In subsequent chapters, we develop 
this decision-making theme by considering in some detail the kinds of financial reports and methods 
used to aid decision-making.

Since this book is mainly concerned with accounting and financial decision-making for private-sector 
businesses, we shall devote some time to examining the business environment. We shall, therefore, 
consider the key financial purpose of a private-sector business, the main forms of business enterprise 
and the ways in which a business may be structured, organised and managed. These are all important  
as they help to shape the kind of accounting and financial information that is produced.

L E A R N I N G  O B J E C T I V E S

When you have completed your study of this chapter you should be able to:

1 Explain the nature and role of accounting

2 List the main groups that use the accounting reports of a business 
entity, and summarise the different uses that can be made of accounting 
information

3 Compare and contrast financial and management accounting

4 Identify the main purpose of a business (while recognising a range of 
other influences), and explain the traditional risk–return relationship

5 Provide an overview of the main financial reports

6 Outline the main types of business ownership, describe the way in 
which a business is typically organised and managed, and explain the 
importance of accounting in a business context

7 Identify ways in which business and accounting have been changing, 
together with some current issues confronting businesses and their 
associated reporting

8 Explain why accounting information is generally considered to be useful, 
and why you need to know the basics of accounting.

Introduction to accounting

CHAPTER 1
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 2 ACCOUNTING: AN INTRODUCTION

Making decisions
So how do you make decisions?
• What kind of decisions do you need to make?
• How important is economic information in your decision-making?
• How do you deal with numbers and quantitative information?
• Are you comfortable with these areas, or are there areas with which you are uncomfortable?

Let us consider the kind of decisions that are commonly made at some stage of our lives.
• Keeping expenditure in line with income—something just about every student will wrestle 

with.
• Buying new things—these might include buying simple things like a new mobile phone, or a 

new vehicle, whether an old banger or a new BMW, or a really major decision, such as buying 
a home.

• Starting a new business venture, either on your own or in collaboration with others.
• Investing for the future in shares or government bonds.

All of these decisions will require you to collect information, much of which can be classified as 
economic. Economic information is largely quantitative. The typical economic decision involves 
choosing the best outcome for you, given that your resources are scarce.

None of what has been said to date should imply that decisions are made solely on economic 
lines. Many decisions are based on things such as personal preference, family considerations, 
a sense of duty or aesthetics, with a few people even using the stars to assist! However, many 
decisions have a clear economic orientation, and accounting can help with these decisions.

So what information do you need to keep your expenditure in line with income? You will 
probably need a clear understanding of your income, its amount and nature. You will also need 
to have a clear understanding of your spending patterns, and you will almost certainly need to 
differentiate between ongoing regular expenditure and one-off expenditure.

Decisions to buy new things may be relatively easy, such as buying a new phone, which may 
well be bought out of normal spending. Decisions about major assets, such as the purchase of 
a home, will require much more careful information gathering and analysis. This analysis will 
probably include ideas around how the asset will be funded.

Decisions regarding potential business ventures also require substantial data collection and 
analysis. Your future lifestyle is likely to be substantially influenced by the success or failure 
of a venture of this type. The analysis will need to contain information about markets and 
competition, as well as specifics regarding the particular business.

Decisions regarding the possible purchase of new shares or bonds will require the collection 
of relevant data. In the case of shares, this will probably mean detailed information about the 
past performance of the company and estimates of its future prospects.

Clearly, any decision that has an economic element will require substantial economic 
information. Basically, the role of the accounting system is to provide much of that information. 
The system cannot and does not attempt to cover all economic input, but essentially focuses 
on the collection, recording and reporting of key economic data as they relate to a particular 
individual or entity. Just what information is covered is the subject of this book.

You may not be comfortable with numbers and quantified information. However, it is difficult 
for an entity to be successful without having someone who does have a facility with information 
of this type. So good luck with your studies.

Accounting and You
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Explain the nature and role of accounting

Nature and role of accounting
Accounting is concerned with the collection, analysis and communication of economic 
information. Such information can be used as a tool of decision-making, planning and control. 
This is to say that accounting information is useful to those who need to make decisions and 
plans about businesses, and for those who need to control those businesses.

Examples of the kind of decisions for which the managers of businesses may need accounting 
information include the following:
• decisions to develop or terminate new products or services
• decisions to change the price or quantity of existing products
• decisions to borrow money to help �nance the business
• decisions relating to the scale of the business, and
• decisions to change the methods of purchasing, production or distribution.

You might spend a few moments re�ecting on the implications of some of these. Some decisions 
have far-reaching consequences; for example, moves to take activities offshore have the potential 
to impact substantially on the business, its workforce, and the local and regional communities.

Although managers working in a particular business are likely to be signi�cant users of 
accounting information, they are by no means the only people who are likely to use accounting 
information about that particular business. People outside the business (whom we shall identify 
later) may need information to help make decisions such as whether to invest in the business—
as owner or lender—whether to grant credit for goods provided, or whether to enter into a 
major contract with the particular business.

It is generally recognised that accounting ful�ls two distinct roles: a ‘stewardship’ role and a 
‘decision-usefulness’ role. Traditionally, accounting focused more on providing a stewardship, 
or accountability, report on the status of transactions for the period; that is, what was the position 
at the beginning of the period, what happened during the period, and what the position was at 
the end of the period. More recently, accounting has been seen as a way of assisting a wide range 
of users to make informed choices about the allocation of scarce resources. Sometimes, the 
impression is given that the purpose of accounting is simply to prepare �nancial reports on a 
regular basis. While it is true that accountants do this kind of work, it does not represent an end 
in itself. The ultimate purpose of accountants’ work is to discharge the accountability function 
of management and to in�uence the decisions of those who use the information produced. 
This decision-making perspective of accounting is central to the theme of this book and shapes 
the way we deal with each topic.

Accounting as a service function
Accounting can be seen as a form of service. Accountants provide �nancial information to 
their ‘clients’. These clients are the various users identi�ed in the next main section of the 
chapter. The quality of the service provided will be determined by the extent to which it meets 
the information needs of the various user groups. To be useful to users, the information must 
possess certain qualities. In particular, it must be relevant and it must faithfully represent what it 
is supposed to represent. These two qualities, which are regarded as fundamental qualities, are:
• Relevance. Accounting information must be able to in�uence decisions—otherwise, there 

really is no point in producing it. To do this, it must be relevant to the prediction of future events 
(such as estimating next year’s pro�t) or to the con�rmation of past events (such as establishing 
last year’s pro�t), or to both. By con�rming past events, users can check on the accuracy 
of their earlier predictions. This can, in turn, help them to improve the ways in which they 
make predictions in the future. 

To be relevant, accounting information must cross a threshold of materiality. A key 
question to be asked is whether its omission or misrepresentation would alter the decisions 
that users make. If the answer is no, the information is not material. This means that it 

accounting
The process of 
identifying, measuring 
and communicating 
information to permit 
informed judgements 
and decisions by users 
of the information.

fundamental 
qualities
These are the two most 
important qualities 
which underline 
the preparation of 
accounting reports; 
namely, relevance and 
faithful representation.

relevance
A quality that states 
that, in order to be 
relevant, accounting 
information must 
be able to influence 
decisions.

materiality
Something which has 
the potential to alter 
the decisions that users 
make.

LO1
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 4 ACCOUNTING: AN INTRODUCTION

should not be separately included within accounting reports, as it will merely clutter them 
up and, perhaps, interfere with the users’ ability to interpret them. All �gures need to be 
included in the accounts: the question is whether a particular �gure needs to be separately 
identi�ed or whether it can be included elsewhere, under a more general heading. The 
threshold of materiality will vary from one business to the next. To identify the threshold, the 
nature of the information and the amounts involved must be considered within the context 
of the accounting reports of the particular business.

• Faithful representation. Accounting information should represent what it is supposed to 
represent. This means that it should be complete, by providing all of the information needed 
to understand what is being portrayed. It should also be neutral, which means that it should 
be presented and selected without bias. Finally, it should be free from error. This is not the 
same as saying that it must always be perfectly accurate; this is not really possible. Estimates 
may have to be made which eventually turn out to be inaccurate. It does mean, however, 
that there should be no errors in the way in which these estimates have been prepared 
and described. In practice, a piece of information may not perfectly represent these three 
aspects of faithful representation. It should try to do so, however, insofar as possible.

Note that accounting information must satisfy both fundamental qualities of relevance and 
reliability if it is to be useful. There is little point in producing information that is relevant, but 
which lacks faithful representation, or producing information that is irrelevant, but which is 
faithfully represented.

Further qualities
Where accounting information is both relevant and faithfully represented, there are other 
qualities that, if present, can enhance its usefulness. These are comparability, veri�ability, 
timeliness and understandability. Each of these qualities is now considered.
• Comparability. This quality helps users to identify similarities and differences between items 

of information. It may help them, for example, to identify changes in the business over time 
(such as the trend in sales revenue over the past �ve years). It may also help them to evaluate 
the performance of the business in relation to similar businesses. Comparability is enhanced 
by treating items that are basically the same in the same manner for accounting purposes. 
It is also enhanced by making clear the policies that have been adopted in measuring and 
presenting the information.

• Verifiability. This quality provides assurance to users that the accounting information 
provided faithfully represents what it is supposed to represent. Accounting information is 
veri�able where different, independent experts would be able to reach a consensus that it 
provides a faithful portrayal. Veri�able information tends to be supported by evidence. 

• Timeliness. Accounting information should be produced in time for users to make their 
decisions. A lack of timeliness will undermine the usefulness of the information. Normally, 
the later accounting information is produced, the less useful it becomes.

• Understandability. Accounting information should be set out as clearly and concisely as 
possible. It should also be able to be understood by those at whom the information is aimed.

Activity 1.1
Do you think that accounting reports should be understandable to those who have not 

studied accounting?

Despite the answer to Activity 1.1, the onus is clearly on accountants to provide information in 
a way that makes it as understandable as possible for non-accountants.

It is worth emphasising that the four further qualities just discussed cannot make accounting 
information useful. They can only enhance the usefulness of information that is already relevant 
and faithfully represented. It is also worth noting that the qualitative characteristics may con�ict.

faithful 
representation
A quality that says that 
accounting information 
should represent 
what it is supposed to 
represent—it should be 
complete, neutral, and 
free from error.

comparability
A quality which 
helps users identify 
similarities and 
differences between 
items of information.

verifiability
Something that can be 
checked and verified.

timeliness
Being available early 
enough to be of use to 
users.

understandability
Clearly set out 
to facilitate 
understanding.

M01_ATRI8797_06_SE_C01.indd   4 16/06/14   2:02 PM

Copyright © Pearson Australia (a division of Pearson Australia Group Pty Ltd) 2015 – 9781486008797 - Atrill/Accounting: An introduction 6e



1

   CHAPTER 1 INTRODUCTION TO ACCOUNTING   5

Costs and benefits of accounting information
Beside the characteristics described above, there is also a seventh key characteristic which is at 
least as important as any of these six. In theory, a particular piece of accounting information 
should be produced only if the cost of providing it is less than the bene�ts, or value, to be 
derived from its use. This cost–bene�t issue will limit the amount of accounting information 
provided. In practice, however, these costs and bene�ts are dif�cult to assess.

There are no easy answers to the problem of weighing costs and bene�ts. Although it is 
possible to apply some ‘science’ to the problem, a lot of subjective judgement is normally 
involved.

The qualities, or characteristics, in�uencing the usefulness of accounting information, 
which have been discussed above, are summarised in Figure 1.1.

Qualities

Materiality
threshold

Fundamental Enhancing

Relevance Faithful
representation

Predictive
value

Con�rmatory
value Completeness Neutrality Freedom

from error

Comparability Timeliness Veri�ability Understand-
ability

COST
CONSTRAINT

Accounting as an information system
Accounting can be seen as an important part of the total information system for a business. 
Users, both inside and outside the business, have to decide how to allocate scarce economic 
resources. To try to ensure that these allocation decisions are ef�cient and effective, users 
require economic and other information. It is the role of the accounting system to provide 
much of that information. Thus, we can view accounting as an information-gathering, 

FIGURE 1.1 

The characteristics that influence the usefulness of accounting information.

Two fundamental qualities determine the usefulness of accounting information. In addition, four qualities 
enhance the usefulness of accounting information. The benefits of providing the information, however, should 
outweigh the costs.
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 6 ACCOUNTING: AN INTRODUCTION

processing and communication system. The accounting system will involve the following four 
stages shown in Figure 1.2:
1 identifying and capturing relevant economic information
2 recording the information collected in a systematic manner
3 analysing and interpreting the information collected
4 reporting the information in a manner that suits the needs of users.

Given the decision-making emphasis of this text, we shall concentrate on the �nal two elements 
of the process—the analysis and reporting of �nancial information. We are concerned with how 
information is used by, and is useful to, decision-makers rather than with how it is collected and 
recorded.

List the main groups that use the accounting reports of a business entity, and 

summarise the different uses that can be made of accounting information

Users of accounting
Accounting seeks to satisfy the needs of a wide range of users. In a particular business, there 
may be various groups who are likely to have an interest in its �nancial health. (Although the 
points made in this chapter and throughout this book may apply to a variety of organisations—
such as public-sector business enterprises, local authorities and charities—we concentrate on 
private-sector businesses.)

The major user groups for a business organisation are shown in Figure 1.3.

Activity 1.2
Ptarmigon Insurance Ltd (PI) is a large motor insurance business. Taking the user groups 

identified in Figure 1.3, suggest, for each group, the sorts of decisions likely to be made 

about PI and the factors to be taken into account when making these decisions.

Activity 1.2 illustrates that each user group looks at the business from a different perspective 
and has its own particular interest. Inevitably there will be occasions when these perspectives 
and interests may clash. One of the more likely causes relates to the way in which the wealth of 
the business is generated and distributed. Recent years have seen considerable debate as to the 
salary level of management teams, especially that of the chief executive of�cer (CEO). High 
bonus payments in a year in which performance has not been judged to be good do not sit well 
with investors. Another area of potential con�ict is likely to be between investors and lenders, 

Information
identi�cation

Information
recording

Information
analysis

Information
reporting

FIGURE 1.2 

The accounting information system

The figure shows the four sequential stages of an accounting information system. The first two stages are 
concerned with preparation, and the last two stages are concerned with using the information collected.
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with lenders wishing to be sure that the money lent has been invested appropriately and with 
due regard to their interests, while borrowers are likely to want to be able to have maximum 
�exibility.

Compare and contrast financial and management accounting

Financial and management accounting
In providing information for the various user groups identi�ed, accounting has divided into 
two main areas: management accounting and �nancial accounting. Management accounting, as 
the name suggests, is concerned with providing managers with the information they require for 
the day-to-day running of the organisation. Financial accounting is concerned with providing the 
other users with useful information.

The main differences between the two types of accounting re�ect the range of recipients, 
as follows:

• Nature of the reports produced. Financial accounting tends to produce general-purpose 
�nancial reports; that is, they contain �nancial information that will be useful for a broad 
range of users and decisions. Management accounting reports, on the other hand, are 
often speci�c-purpose reports, designed either with a particular decision or manager in 
mind.

• Level of detail. Financial accounting reports provide users with a broad overview of the 
position, performance and cash �ows of the business for a period. As a result, information is 
aggregated and detail is often lost. Management accounting reports, however, often provide 
managers with considerable detail to help them with a particular decision.

• Restrictions. Financial reporting for many businesses is subject to legal and accounting 
regulations that seek to ensure that speci�ed content is presented in a fairly standard form. 
Because management accounting reports are for internal use only, there are no restrictions 
on the form and content of the reports.

management 
accounting
An approach which aims 
to provide managers 
with the information 
they require to run the 
organisation.

financial accounting
Financial accounting 
provides general-
purpose financial 
information for a 
variety of users, with the 
information being of a 
general-purpose nature.

Owners

Managers

Lenders

Suppliers

Customers Competitors

Government

Investment
analysts

Community
representatives

Employees
and their

representatives

Business
organisation

FIGURE 1.3 

Main users of financial information relating 
to a business organisation

The figure shows that several user groups 
have an interest in the financial information 
relating to a business organisation. Most 
of them are outside the business but, 
nevertheless, have a stake in it. This is not 
meant to be an exhaustive list of potential 
users, but the user groups identified here are 
normally the most important.

LO3

M01_ATRI8797_06_SE_C01.indd   7 16/06/14   2:02 PM

Copyright © Pearson Australia (a division of Pearson Australia Group Pty Ltd) 2015 – 9781486008797 - Atrill/Accounting: An introduction 6e



 8 ACCOUNTING: AN INTRODUCTION

• Reporting interval. For most businesses, �nancial accounting reports are produced on an 
annual basis. However, large companies may produce half-yearly reports and a few produce 
quarterly reports. Management accounting reports may be produced as frequently as 
required by managers. In many businesses, managers are provided with certain weekly or 
monthly reports to allow them to check progress on a regular basis. In addition, special-
purpose reports will be prepared when required (e.g. to evaluate a proposal for a piece of 
equipment).

• Time horizon. Financial accounting reports re�ect the performance and position of the 
business to date. In essence, they are backward-looking. Management accounting reports, 
on the other hand, often provide information on expected future performances as 
well as past performance. It is an oversimpli�cation, however, to suggest that �nancial 
accounting reports never incorporate expectations concerning the future. Occasionally, 
businesses will release forecast information to other users in order to raise capital 
or to �ght off unwanted takeover bids. Even preparation of the routine �nancial 
reports typically requires making some judgements about the future, as we shall see in  
Chapter 3.

• Range of information. Financial accounting reports concentrate on information that can be 
quanti�ed in monetary terms. Management accounting produces such reports, too, but is 
also more likely to produce additional reports on non-�nancial matters, such as measures 
of physical quantities of inventory (stocks) and output. Financial accounting places 
greater emphasis on objective, veri�able evidence when preparing reports. Management 
accounting reports intended for managers may use information that is less objective and 
veri�able, but which nevertheless provides managers with the information they need. So 
the basic accounting statements will be used historically by the �nancial accountant, where 
the emphasis is on information which is as reliable and as objective as possible, whereas 
the management accountant may well use the same format to assist in some decisions, but 
will inevitably be using estimates which are clearly less reliable. This does not detract from 
the usefulness of the forecasts.

We can see from the above list that management accounting is less constrained than �nancial 
accounting. It may draw from a variety of sources and use information that has varying degrees 
of reliability. The only real test of the value of the information produced for managers is 
whether or not it improves the quality of decisions made.

Activity 1.3
Can you think of any areas of overlap between the information needs of managers and 
those of other users? (Hint: Think about the time orientation and the level of detail of 
accounting information.)

The distinction between the two areas re�ects, to some extent, the differences in access to 
�nancial information. Managers have much more control over the form and content of the 
information they receive. Other users have to rely on what managers are prepared to provide or 
what the �nancial reporting regulations state must be provided. Although the scope of �nancial 
accounting reports has increased over time, fears over loss of competitive advantage and fears 
of user ignorance about the reliability of forecast data have led businesses to resist making 
information available to users other than managers.

There is little doubt that in the past �nancial accounting has been the dominant partner, 
and many of the ground rules re�ect this. However, modern accounting systems typically are 
developed in a manner that enables both the speci�c external reporting requirements to be 
ful�lled and relevant management accounting reports to be prepared. Financial accounting 
and management accounting should not be seen as two different topics, but rather different 
perspectives re�ecting the justi�able needs of users.
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Identify the main purpose of a business (while recognising a range of other influences), 

and explain the traditional risk–return relationship

What is the financial objective of a business?
A business is normally created to enhance the wealth of its owners. Throughout this book we 
shall assume that this is its main objective. This may come as a surprise, as there are other 
objectives that a business may pursue that are related to the needs of others associated with 
the business. For example, a business may seek to provide good working conditions for its 
employees, or it may seek to conserve the environment for the local community. While a 
business may pursue these objectives, it is normally set up with a view to increasing the wealth 
of its owners. In practice, the behaviour of businesses over time appears to be consistent with 
this objective.

Within a market economy there are strong competitive forces at work that ensure that failure 
to enhance owners’ wealth will not be tolerated for long. Competition for the funds provided 
by the owners and competition for managers’ jobs will normally mean that the owners’ interests 
will prevail. If the managers do not provide the expected increase in ownership wealth, the 
owners have the power to replace the existing management team with a new team that is more 
responsive to owners’ needs. Does this mean that the needs of other groups associated with the 
business (employees, customers, suppliers, the community and so on) are not really important? 
The answer to this question is certainly no, if the business wishes to survive and prosper over 
the longer term.

Satisfying the needs of other groups is usually consistent with increasing the wealth of the 
owners over the longer term. A business with disaffected customers, for example, may �nd that 
they turn to another supplier, resulting in a loss of shareholder wealth. 

A dissatis�ed workforce may result in low productivity, strikes and so forth, which will in turn 
have an adverse effect on owners’ wealth. Similarly, a business that upsets the local community 
by unacceptable behaviour, such as polluting the environment, or ignoring human rights issues, 
may attract bad publicity, resulting in a loss of customers and heavy �nes. 

While the idea of an objective of wealth enhancement is still reasonable, there is now 
considerably more awareness of the damage that can be done to individuals, to the environment 
and to society at large, by unconstrained wealth maximisation. Real World 1.1, written when the 
global �nancial crisis was in the forefront of most people’s minds, provides clear recognition of 
the potential problems that can arise.

LO4

For many years, under the guise of defending capitalism, we 
have been allowing ourselves to degrade it. We have been 
poisoning the well from which we have drawn wealth. We 
have misunderstood the importance of values to capitalism. 
We have surrendered to the idea that success is pursued by 
making as much money as the law allowed without regard 
to how it was made.

Thirty years ago, retailers would be quite content to source 
the shoes they wanted to sell as cheaply as possible. The 
working conditions of those who produced them was not 

their concern. Then headlines and protests developed. 
Society started to hold them responsible for previously 
invisible working conditions. Companies like Nike went 
through a transformation. They realised they were polluting 
their brand. Global sourcing became visible. It was no longer 
viable to define success simply in terms of buying at the 
lowest price and selling at the highest.

Financial services and investment are today where footwear 
was thirty years ago. Public anger at the crisis will make 
visible what was previously hidden. Take the building up of 

REAL WORLD 1 .1

Short-term gains, long-term problems
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